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This is an account of what our American economy is, and what it does, 
with special regard to the stability of its operation and to the forces that 
control it. 

The book has grown out of long experience with the sophomore )’car 
of the course in Contemporary Civilization in Columbia College. For study 
of our going economy, it is designed to take the place of an earlier ne o- 
volume work, Main Cicrrents in Modern Econov/ic Life. The latter book 
was, in turn, the successor of a still earlier two-volume text. The books 
which preceded this one passed through seven completely revised editions 
between 1932 and 1941. The long interval between the publication of the 
last of its predecessors and the appearance of this book has been due, in 
part, to our desire to gain as much perspective as we could on economic 
trends and developments in this country in the wake of World War II. 

The present book retains what we believe to have been the strongest 
features of the earlier ones. These features are: (i) the analytical descrip¬ 
tion of our economy in operation;'and (2) the treatment of various aspects 
of the economy in terms appropriate to the mixture of both economic and 


political elements which they contain. In taking account of political influ¬ 
ences and of questions of public policy, our hope has been to facilitate the 
study of contemporary political economy. 

Yet this book differs from its predecessors in several respects. First, 
and most obviously, we are concerned here with a different period of time. 
Our purpose has been to throw such light as we can on our countr)^’s eco¬ 
nomic problems in the postwar period and on the backgrounds out of which 
these problems arose. Secondly, we have sought to make the problems we 
smdy stand out more clearly, and, to serve this end, have adopted methods 
of presentation that differ from those used in the earlier’books. These differ 
ent methods appear at many points; the strategic position occupied in the 
present book by an analysis of the national income is an example. Thirdly 
we have attempted both to sharpen our presentation of particular contro- 
^rsial issues, and to broaden the frameworks in which issues are considered 
m sharpening of particular issues is illustrated by the treatment of income 
ribunon, monopolies, industrial conflict, conditions in agriculture the 
status of consumers, insecurities of individuals and group,%erati»s of 
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Chapter 13; Oleg Hoeffding wrote Chapters 27, 28, 29; Donald W. O’Connell 
wrote Chapters 3, 6; Harry Schwartz wrote Chapter 4; Iloris ,M. Stanhchl 
wrote Chapters 14, 15; George D. Wilkinson wrote Chapter 5; C. Ashle\- 
Wright wrote Chapter 2. 

Our own collaboration in writing has been especiallv close. Appl\ in4 
again the test of “original writing,” Mr. Barger wrote Chapters 7, 8, 9' 

21, 30; Mr. Taylor wrote Chapters i, 10, 11, 19, 20, 22. Both of us “ori<rin- 
ally wrote” Chapters 12, 31, 32. ^ 

With the exception of A'lr. Wilkinson, M-ho is an engineer and student 
of philosophy, all of the participants in the book arc present or former 
members of the Department of Economics at Columbia. 

We are deeply indebted to some of our present and former colleaoucs 
who participated in the writing of predecessors of the present boolc Pirts 
of manuscripts written originally by John F. Fenndiv, Louis ,\l. HaUcr 
and Carl T. Sclim.dt appear as parrs of Chaptci-s lo, 4, and 16, rcspcerivcly. 

We have to thank several friends for reading- portions of the test and 
suggesting improvements: Rollin F. Bennett, formerlv of Columbia Uni¬ 
versity. Chapters 7 and 8, Geoffrey H. Moore, of the National Bureau of 
Econonne Research, Chapter 9; and cur colleague, Leo Wolman Chapters 
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the book. The illustrations were drawn by H. Irving Lrinan of the^Na’ 
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SECTION ONE 


PROBLEMS OF THE 
AMERICAN ECONOMY 


introduction 

he 

ions and people are new in their sneci I P'^'^Plevnics that hcset na- 

Oots running into the past. The e ako aTS”’ 

- thentselves. and soL sinui::” E Id dr’“"“S“ P™'" 

ed ones-to which people turn in fheir extren ities Th,C“'° 

te; nor is it to affin^ th 11"^ t "S°''' ■»'- 
eens only that huntan naturt InTaC 

5 ns and its limitations. its aspira- 

To the questing mind, however, there is I,Vrl. -r • 

at other periods of social criticism of >• ^^‘^^sfaction m knowing 
isted before our own. And little r \ stiess, of revolution, have 

the United States aretatS, “ - ^"<>"-6 chat we 

ontry. There is no escaping the Lp elanr f I P“P'" ”y other 
' tevolutionary tensions are here The criticisms, the stresses 

■ns at home. ly confronT ns 11" 

Jples whose remoteness from us and a dealings vuth the foreign 
ch less than it used to be. Knowing as " f T “ 

ed kindred problems and perplexilfes we stC f P“P'' have 

nc so much larger than have most o’f those „C ““t “"'n 

a studied their probleni and have thiiht ‘th h ” 

rr I” times and ^la es S11" d "“f 

found must often have seemedCnororid'm“'""- 'hat 
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never know whether the solutions found in the past, or the ones that may 
be found in our time, are the best of all possible ones. Yet a working prin¬ 
ciple can be adopted; the first need is for knoet ledge of the relevant facts, 
trends, and relationships. Some of the more basic of these matteis, as tiey 
apply in the economic sphere, are presented in this book. 

In this study of the American economy in operation, special importance 
AX ill be attached to tAx o aspects of our contemporary economic life; 

Stability. In the first place, A\e shall be concerned Axith the stability of 
our economy and Ax ith many factors ax hich arc involved- in instability. The 
stability in xx hich ax c arc interested is that of the economy as a xx hole, as 
measured by the employment of productive resources, the size and distribu¬ 
tion of the national income, the volume of production. 

Control In the second place, xx c shall examine the controls that apply 
to our economy and the purposes that they severally serve. This will in¬ 
volve study of competitive and monopolistic forms of control, and a so o 
those forms that arise from custom, convention, and law. We will be con¬ 
cerned especially v\ith the interrelations and interactions between speci c 

forms of control and economic stability. 

A glance at the talile of contents xx ill suggest the axma s in xx hich stabil- 

irv and control are studied in this book. A number of chapters are devotee to 
sin.ations which have come about (luite recently, and to the probable eflects 
of-particular current programs and policies. Attention also is given to the 
backgrounds out of wliich the current problems and policies arose. From 
this point of viexv, the most recent economic and political devclopmcn s 
rcprcLnt the latest phases of trends which extend back much farther than 
the New Deal, the recent war, or the present world crisis. Social chang 
appears to consist of more or less co-ordinated, more or less s^mch.on.zed 
.diustments in the ways in which people tliink and act as members of social 

^^""'Many of the problems which wc shall study are of great difficulty. Fwen 
ibc larged aspects of our economy-such as the volume o production, the 
no.i„n.l ,l,c „f c.,.nsun,|,n..n, 

„f invcstiiicnl, llic voIimiic of c-iiiployincnl, llw gu'i''' i’"“ 

cxccp, in ,c,n,s of rdanons ro cacl. odK-,-. If 'C 

oLgorics .l.,wn inn, ,l,cir ... for 

„f tn,ploy,net in „ll <li(rni-cnl oceptuions, or the p,K« of c, J I 

„.rcn 'coLno,li,ics „n,i services tint, „re esy„ngctl ,n rite ' - ^ 

tifinships become b..th more numerous and more complicated. Fee. - 
tionsiups mi solutions to economic 

this we may decide that some of the easy aiui 
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problems rhar are ofTered fn.m many sources rodav would in practice prove 
incnecrua! nr positiveiv hannful. ’ ^ 

miiih «ill have I.ecn accomplished if «c gain an understanding of 
« at t e pro.cim arc and ot the settings in which thev exist. To do'this 
re,,u,res knowledge ot tacts and relationships, and av.iidance of a pritvri 
optmons and snap mynuents. The conservative's inertia and the refonner's 

Mr M , ’ " unvlerstanding. 

dtd. .And Don Qtnxote. „ted l,v dreams of hetoisn,. couched his lane'- and 

ye ‘‘pon the w.ndndlls of the plain, thinking that thev were eno- 

nnes. lint Don Qm.vote did not know the facts. 



CHAPTER ONE 


The problems with which 
we begin 


This book is concerned with economics. More concretely, it is con¬ 
cerned with economic affairs in the United States, and with some of the 
problems which arise in this connection. 

Economics deals with economy and with institutions. It deals with 
economy in that it studies primarily the ways in which scarce productive 
resources are used and the results that follow from their use. This involves 
investigation of the markets through which productive resources are em¬ 
ployed, goods and services are exchanged, and incomes are distributed. 

Economics deals with institutions: in doing so it considers the cus¬ 
toms, laws, folkways tliat govern our economic life. These are our ways of 
f)rganizing and directing our economic affairs and our attitudes toward these 
affairs. The principal institutions of our liberal economic society (besides 
the modern technology, which it shares with collectivist economics) are 
(i) the system of private business operated for profit, (2) the exxhange of 
goods and services in free markets involving the elaborate use of money, 
(3) the remuneration of a majority of workers through wages and salaries 
fixed by contract, and (4) the principle of individual initiative. 

Thus this book deals with problems concerning economy and institu¬ 
tions. It docs not pretend to deal with all such problems, or to go into all 
the details that might be gone into with regard to the problems it treats. It 
does, however, present a fairly systematic description and analysis of 
fundamental economic conditions in the United States, and raise for con- 
sitlcration some of the insistent economic problems of the present. 

The economic .system of the United States differs more or less from 
that of any other country. It is similar to those of other countries in the 
sense that it lias the same general kinds of productive resources. These are: 


THE PROBLEMS WITH WHICH WE BEGIN 

) bnds n,inc.'.ls, nnd other useful things ,tmrKled In „,„„re; , s>„.l 

etiv'^e ' V 

emc e<,u,p,„c„t ,n the for,,, ,.f f.ietories, „,,|e„.„„s use,I on , „„,s , „l 

o* ZfZ u ’^f m''''"''"""''- ... 

e <hftcrcnce,s nre .note properly I,,. ,.e..;,r,le.| ,,s pr,.,h,s',s\ 
our people have heheve.l to he their n^-ds ,'he,r p„l,„ , | 7 

.1 ajrattons. In short, these dnrerenees are pro,lue,s J ‘ 

l-ong ago, as an act of deliherate eholee « h„ I, « as , „ ,1 ut 

her Luropean origins, the people of this eonntr, ' , """ 

uc systetn. Since that tin.e the sante people ,n,l ,1,7,,"7 ' 1' "' " " 

lessors, have repeuediv i-i-.f?;,- i i ^ 

have tnodified^n ap e ;.r ' 

y of fhe people hehe': '^ he tl: r77"^ " 

economic life of the Unirc i S ‘''<-'''hnrs n| the tiiia. As ,i nsnlt. 

™ in which a gret vaZ 7""'A"’'-' of a hasn alK 

liberal economy 


Widespread and hahitud m-oi.c • i • . 

to making a living and living "together 7"'''"' ''""7 '' 

of the connnunitsCin the 'L'n'lt'el'^/ ' 7'’"'""'" 
=ttut.ons constitute what con„n„„,v is c led ^ '^ "”1 ' " 

sanettons upon which the instimtions rest are 7 '7 

)ut much of the custom has been j pnmardy those of cus- 

effect has been to givT cen'in " T ■ ' ■ 

» to those between individuals aZ°th' '"^'‘' iduals, 

was stated above that the n „ ™'»nnmity or the state. 

nic life in a liberal econonty are the sZ^'Z 
r profit, the exchange of goods and s * ■ ^ ^ private business oper- 

torate use of money^he wZs Z " '7 ‘"™l'^n.. 

•0; The last of these, indiriduaf initTa're T f 

and the vindication of the present ec ’ 'i" 

present economic order. The argument 
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runs that each person, hy serxing l)est his own intciests, will aKo of necessity 
serve best the interests of cver\one else. Adam Smith, the great eigttccntv 
centnrv champion of economic liberalism, likened individual initiative to im 
‘■invisiiile hand" which guides economic activities towards greatest beneht 
to the communitv. Of the individual participant in economic adaiis mnita 
said that “the studv of his own advantage naturally, or rather necessaiiK, 
leads him to prefer'that emplovment w Inch is most advantageous to society, 
and that "bv pursuing his own interest he freiiuently promotes that of so¬ 
ciety more effectively than when he really intends to promote it. It the.e 
clni.ns of Ada.., Snmi, appear r„ ovcrs.au- .he ease i. shool.l he 
.ha. .hev were seri..en io erhacisn, of .he ,„e,ean.,hs.,e res.ne.H.os ..f y.- 

eenth-ccn.„rv I'nglan.l an, I ,.o. as a .leserip.ion ol « har ae..,all> ,.ee, 
after .he rest'r.e.io.rs ha.l l.een .e.nove.l. Snn.l., u Inie a prophet of . 1 .. n.^- 
ern lihcal econon.ic sys.e..., tlnl no. live long enongh .o w.iness ..s fnll 

"'’""■ea.no.nie liher.v On lam." f.rin'. as i. ,ra,li.io..all.\ is ealle.lf ...cans 
si..,plv .ha. people are able ... express .heir eeono,...e eho.ees sv..h,.... 

,ere..ce fro... agenc.es or e.ea....es of .he s.a.e, Th,.s „ leaves .n.hv.tl 
free to choose the „cc..pa.io..s .hey will e...er, .he ways ... nh.eh he,. Jt.l^ 
invest their capital, and the g"o>ls an,I seruces .lies «. e,>..s... e. 

oives ..,. g..ar!.n.ee ,ha, people ...ay snccessfolly choose any.hn.g .he 

n,lgl„ lllte. I. always was rec..g,.i/e.l, for exan.ple, ,ha, n.erely 
choose wonhl ..o, enable a poor ...a., to bec.ne a l.anUe. a ...pp e ' 
a professio.tal wresller, or a beggar .„ have cav.a. fo. d.... e . 1 

ri, h.s also have litnile.l .he .ange of |...ssiblc ch,..ces people ....gh .naU. 

: n,an ... a pah- of sl.t.es is no. ... a h.c.ory beh.ng- 

i„g so...e,...e else i.. or.ler ... ...alte a pair f..r hi,..self, Ra.her yy 

rcMricions than these have existcl In la.gc .....nbers, ^ 

:;,r:i..,ply ass,„nes .ha, people will ..... sneh capac.es p ,y 

so„rces as d.ey possess in ways which will yield .hen. greater ^ ^ 

I, .ra.li.ionally has l.een helieve.l al„.„t a l,l.e,al eco,.o,.,y that adpy 
„,e,..s take place an.o.na.ically ll..-o„gh..,„ .he enlne econo.n.c sys c.n. 
S„d, adi.,s„„c,..s are cxpeCe.l .„ resnl. f.-o.„ .he cl.o.ces n.ade by 
accor.la,.cc wi.l. .heir ..wa. self-i,„c,esl. •I hns 1. is ass„.„e.l ,ha, I'O.ple '. 
n.,t d,o<.se ... enicr alrea.ly ovccn.w.lc.l .,cc,.pa.,o..s, ..r lo ...vest 
capi.al in in.lnstrics which already have capacity i,. excess of p,-.,h.y e op- 
cralio.., or to h,.y expensive ci.n.n.o.l't'es whc.i clteapcr snhst.ti.tes 
cp.ally well. ALon.l set of a....,...atic adinsttnents ,s ass.nned to appl) 
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price changes. When “ovcrprociiicrion” of some comnioilirv occurs, iis 
price will decline and prodiicrion will diminish. W’licn in a partiml.ir in¬ 
dustry, there is severe unemployment, wages w ill decline and empl.u ers ill 
give jobs to more workers. Other automatic adjustments are assuinetl, bur 
the foiegoing will serve as illustrations. 

The principal ct.ndusions that fell.™- fn.ni all these assuiiiptinns are 
(i) that the cennomy tends aheays tnseard ■•e,|,i,hhriin,i,- in the sense ihai 
I 1 demands, all supplies, and all priees tend tn cine into appropriate rein 
rons with each otheti (a) that the henelit to each indiei.hial pariicipiiir in 
he economy tends to he niaxiniiV.ed, and that tins henelit measures acem 

Mely the value of the individiial’s contrihution to ... and of 

reatest importance, (_,) that the indivi.lual ini.iariee which is perm,reed'and 
ostered by a hheral economy will result in the fnllest use of prodm iiu- iv- 
au.ces, the most efficient ways, to pmilrice the appropriate hinds and 
ptunuin t]tiant,ties of the ymods and services desired hv ihe connnnnitv 
Similar cone iisions are reached with reparrl to rlealinus herueen'n i- 
ns Just as the henefit of the individual participant teiuls to he maviini/ed 
a liberal economy, the benefit to each nation from internarion il tritle 
nds also to be maximized. By the maintenance of free trade iiiiono th • 

itions. It IS argued that each couiitrv will specialize in nro In ' ''i 

immodities in the production of which it has an ecu, oii'iic llama'ml,v 

•le benefit from international trade. p..^- 

VIATIONS FROM ECONOMIC LIBERALISM 

The doctrine of economic liberalism has been attacked nn o • 

)unds, two of which are esneriillxr • ^ittacked on a vanct\’ of 

:t Of these concernfthe coTcept ^ - ^>'0 

ts. This concept, known as “hldonism"'™olel’rtl7 " 

free people is motivated principallv bv the' '’ohavior 

I to avoid “pain.” A-Iost psychofogiL have leieltTjh'd”'""' “pleasure” 
nomists have pointed out that the ntm i’ i c<^onism, and many 
eed in the lives we lead todlv 7 
asure” and a minimum of “pain.”'Ald'*lvdlV° 
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it has been suggested that, whatever innate drives to action people ma) 
have, the general pattern of their behavior is greatlN' inlluenced by the in¬ 
stitutions of the society into winch they arc born and in winch they live. 

The second of these attacks on economic liberalism is directed against 
the passivity of the state. It is argued that there arc man\--and increasing- 
interests that citizens of the state have in common, and that these interests 
can be served only by collective action. Many examples of such common 
interests, and the arguments as to w hat should be done about them, will ap¬ 
pear in later chapters. 

The rationale of economic liberty has been presented licrc in its broad¬ 
est terms. As a principle of economic organization, it has operated for only 
about a century and a half. Many countries have not adopted it, and it never 
has been completely adhered to in any country. Of the problems of ad)ust- 
ment which exist here and now’, some may be traced as eleail) to po icics 
which deviate from liberal premises as to the failure of the automatic oper¬ 
ations of a liberal economy. 

Even in its “purest” form, the doctrine of /.r/Mcc. ftvrc did not leave 
all economic activities and responsibilities to private initiative. 1 bus Adam 
Smith argued in lyyd that the state’s attitude toward economic ailairs should 
be that of a “passive policeman.” 1 Ic would liave the state perform only 
three sets of functions, but they are highly important ones. In his vicw% 
the state should: (i) defend its citizens against aggression by a foreign 
power; (2) protect its citizens against injury to their persons and propelty 
by individuals or groups within the state; and (3) perform services which 
are desirable to the community at large, but which cither cannot safely be 
entrusted to private hands or do not lend themselves to profitable perform¬ 
ance by private initiative, riiis last set of functions is exemplified by the 
building of roads and canals, the maintenance of sewage systems, the provi¬ 
sion of education and of health-promotion services. 

'I'o the extent that there exist tariffs, bounties, subsidies, social insurance, 
and the regulation of industries by the state, the principle of hiisscz farin' is 
restricted or denied. Such action by a government coerces people-even 
though it also may benefit some, or all, of them~in that it causes them to 
do things which they would not otherwise have done, but powerful non- 
giwernniental economic organizations (large corporations, labor umons, 
trade associations, etc.) may take action which also is coercive. Although the 
coercive power of any single organization of this kind usually does not ex¬ 
tend as far as that of a government (some of the largest of them certatnly 
will compare in coercive power with a few of our states), the powers which 
all of them totiether arc able to use arc enormous. 'I'hiis w'c may observe 
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that strong economic organizations often seek to vindicate their own exer¬ 
cise of economic power (and to keep the state from checking their exercise 
0 ^ It) by appeal to the principle of laissez faire, even though their own exer¬ 
cise of power infringes upon the liberties which other persons and ptouds 
are supposed to enjoy. ^ ^ 

The economics of large-scale production and the fact that many com¬ 
modities produced today could not he produced at all except in big shops 
andJactor.es have led to the build,„g up of larger and larger businel- con- 

nth concerns have sometimes eliminated competition- in 

other cases they have seriously modified it. Such elimination and modifica- 
lon of competition have given these concerns power to control, within 
me iniits the prices of things which they sell and of thiims which they 

sojj r h “ fbe hoiioht and 

nes ctncernT'jj l T P"'™*'' b- 

orLTaatTn I “d nsed by some 

organizations of wage earners and of farmers. ^ 

in a numb“ef o'rm “""“y economy 

bank depositors against loss etc i anH ri ^ ^ 
tern of Lir own" They 1 ' „ be 7°' 

rather than denials of it ^ P™ciple 

““i:"" '■‘t -- 

uals have no rights to be free frn • • principle, individ- 

i.id, 

and the function of the state is tn enf. ^ u / communitv^, 

tions. Individuals are not left free to cholse Ae ^ 

the ways in which they will invest enter, 

they will consume. These restrictions goods and services 

members of the community or-what is mTr""l-bT 
members of the group in power th ^ '^^^ 7 -m giving preferment to 

.. ,,..,1 t - n - 1 . . 1 . 

authority xvhich it can use auainsr nth f “onomic liberty; it has 

group’s own ends. As regards"the “othe'"'' .. of the 

have something less thanLnomL 27“'’" " ‘bey 



It ^\■as pointed out above that adherence to the principle of economic 
iberty never has been complete in any country. It also should be clear that 
here never has been an authoritarian economy in which the great majority 
)f people have been deprived of all opportunity to choose. The distinction, 
lowever, is a fundamental one; The exercise of choice, which, in a liberal 
iconomy, is an established right of the individual is, in an authoritarian 
economy, a privilege which some may enjoy to a wider extent than others, 
md which all enjoy only at the pleasure of the state, i.e., at the pleasure of 
;hose persons who control the state. 


THE MARKET 

Later parts of this first chapter will present explanations and illustra¬ 
tions of the problems with which this book is concerned. Before turning to 
them, however, we need to make a brief examination of the market. The 
reason for this is that all of the economic conditions to be considered in this 
and following chapters exist in, or are closely related to, the market. 

Economic life today is affected, more than by anything else, by the 
fact of exchange. The fact itself is not new; the existence of any form of 
economic society is predicated upon exchange. Under feudal conditions, for 
example, holders of land exchanged the right to use the land for goods and 
services which the users of the land gave in return. Even among primitive 
people who are prevented by taboo and tribal sanction from driving bar¬ 
gains with each other, it often is customary to exchange “gifts,” and cus¬ 
tom determines what kind and how much of one thing is to be “given” in 
return for a certain quality and amount of another thing. 

Thus it is not the fact of exchange that particularly characterizes con¬ 
temporary economic life; it is rather the variety and the extent and the in¬ 
terlocking of exchange transactions. The sum of these transactions is com¬ 
posed of countless exchanges of goods and services among geograph 
ically separated and occupationally varied buyers and sellers; it provides the 
basic organization of our economic life. It is this aggregate of related trans¬ 
actions that is meant by the generalized name, “the market.” As a result o 
our day-to-day experiences, we arc so accustomed to the scale and scope 
and variety of these exchanges that we have come to take them foi grante . 
We rarely consider the almost infinite number of complex relationships-o 
people to people and of people to things-which they represent. An illustra¬ 
tion may be drawn from almost anything that we buy or sell. We will select 

such a case at random. 



THE PROBLEMS WITH WHICH WE BEGIN 


13 


V THE MARKET ORGANIZES PRODUCTION 

Let us suppose that a certain Mr. Smith l>uys a new automol.ile Heforc 
,g so he visits several dealers who olFer ilillerent kiiuls ..f cars for sale, 
makes careful cotuparisons of the auromol)iles shown him by the severa 
ers; he compares their mechanical excellence, their comfort and ease of 
ing, their safety, their appearance, their prices, the “trade-in-value” tlie 
ous dealers impute to his old car. After having considered these several 
ors as they apply to the dilferent automobiles, and having related them 
us own needs and desires, Mr. Smith buys the car of his choice, either 
giving his check for the full amovint due, or by agreeing, in writing, to 
^he amount due in installments. This is an ordinary transaction. It also is 
final one in a very long and complicated series of transactions extemling 

into space and time. 

To make this automobile and to have it on hand w here and when Mr. 
ith wanted it requireil the co-operation of many thousanils-even mil- 
LS-of people. The particular automobile is assembleil by a large number 
workers, using machinery made by other people, aiul itarts tor assembly 
.Ic by still others. These parts in turn are made of materials brought 
m many diflerent parts of the work!, where they weic pioduced by 
)C numbers of other people. Numerous agencies ol transportation and 
nmunication contributed to the pi'oeess. lo trace the entire seiies ol op¬ 
tions and transactions back to their beginnings would not be possible. 
; are dealin*'' w ith materials w hich are used to make other materials, w ith 
chines used to make other machines, with workers w ho make the things 


rked with and worked on by other workers. 

It must be clear that each phase of this complicatetl pattern of co- 
sration involved transactions similar to that between Mr. Smith and the 
tier in automobiles. Wage earners in a great man\' dillerent hekls of pro- 
ction exchanged their labor for mone\^ wages; inxestors exchanged their 
aital funds for rights as owners or creditors of producti\e enterprises; 
■ners of land containing deposits of iron or coal sold iron and coal com- 
nies the right to exploit their properties; railroad companies sold their 
'vice of transporting raw materials and fanished products; setpiential pro- 
cers bought from, and sold to, each other; makers of industrial equipment 
Id their products to manufacturers who needed them for their productive 
lerations. If we were to make a complete analysis of the people and firms 
at had participated directly or indirectly in making Mr. Smiths new car, 
d in having it ready w hen and w here he wanted it, the list of participants 
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would clearly comprise a sizable segment of the uoilds products e 

a“ utomobile is moK complicated than most of the other commodities 
that people commonly hnVi and its production imohcs co opeiation ) 
more specialists than is true with most other commoditiew But ,f wc were 
to make a catalogue of even the ordinary tilings that a single peison huts 
in the market today, and were to trace all of the participants m the pioee 
of making these things and getting them to him thcic non t P"’'' " 
millions of people and billions of dollars’ worth of property engaged in the 

process. 


THE PRODUCTIVENESS OF THE MARKET 


Some conclusions can now lie reached concerning the signillcance of 
the market process just described. In the first |>lace, the market gets the 
goods produced and gets them to people who nant them an 
means b buy them. The modern scale on which this occurs to us a com¬ 
monplace matter-prohalily Mould have seemed to the pcope o 
America little less than iiiiracllloiis. What most often impresses us alu tl 
today is that it does not work as elTectively as we shoii d like. It does no 
result in the continuous pro.lucion of as great a vnlume of gooels and se v,« 
as it conceivably could. Or^t.i state the matter sonieivliat elilleieiitl) 
deies not result in the continuous employment of productive resoinces as 
fully or as effectively, as it conceivably coiiUl. UneiiiploMiieiit waste, ex¬ 
ploitative power givin to some by their strategic situation recklessness u 
speculating with the welfare of others, and poverty are conditions assoclat d 
with the marker system. That it works as a system is a fact that make, o 
complacency, that it also, as a system, has the imperfections mentioned aliinc 

compels our attention anti our concern. 

Both actually and polentially, hiiMCver, this system of 
through the market is cxireniely prodnetive. The co-operation "f ■’ly” “ 
descril.e.1 above represents a division of labor more elaborate than etc 
existetl before. f.Teater production results'from the higher specialiMlion of 
both people and ci|iiipiiicnt. The wide spread of the market pel nuts gi c,i 
specialiJtion anil enaiilcs people to sec,ire the material benelits that result 

us consider again the case of Mr, Sniitb. Perhaps he is »'> «P"''“■ 
coiintant. But, supposing that he were a “jack of all trades," “J''’ 

10 make for himself an automobile such as the one he bought . y 

could nor, even if he devoted his entire life to it; certainly he could not, 



THE PROBLEMS WITH WHICH WE BEGIN T5 

he had to make his own tools and produce and process his own raw materials. 
And, if he tried to do so, wouldn’t he be prevented by the mere fact that 
he had to spend some of his time and energy in producing such necessities 
as food and clothing? But our comparison is an extreme one; we have as¬ 
sumed that Mr. Smith makes for himself everything that he has. A less ex¬ 
treme assumption would be that he is a member of a community of specialists 
consisting of a thousand people. Would he then be able to get an automo¬ 
bile? It is extremely doubtful; it still would be doubtful, even if we assumed 
a community a hundred or a thousand times as large. Yet, in our highly 
elaborate and productive system, Mr. Smith can sell his specialized services 
to an employer who wants them; with his salary he can buy and maintain 
an automobile, and also can buy and enjoy many other things. And, in the 
process of earning his salary, Mr. Smith is himself taking part in the co¬ 
operation of specialists that has been described. 


THE IMPERSONAL NATURE OF THE MARKET 

In the second place the modern market is spontaneous and impersonal. 

« nr P^duced, 

each Each independent unit in the system (each worker 

oice though probably not complete freedom-in deciding the extent of 
S 0W„ pacticpation But no single directing head decides ihat 1^ 0000 

ncefn r 7 of ^tZs! 

h'l described in connection with Air Smith’s 

automobile occurred spontaneonslA^ TMc • ’ ® 

production This spontaneity results not only in 

ties of all those whrpTrtLn« rThfpTotov; ^ 

that no“henoir:fnns xnn- "r 

taken part in the production of Me f t ” “directly, 

ystralia, iron miners in Minnesota, even the loca X l’ ” 

would be “in the marX tea Z Al^ T" T *at he 

needed to know in this connection was rh "'i,*' ''“’’’’"'P'^tation worker 

job at a specified wage. All that the em 1 ^“P*“yot had given him a 

probably could sell his rubber crop to a'’Eb“‘''‘' “ 

cover his out-of-pocket costs. And so, throui X “ ' 

tions, the process went on, with the parties ^to “f transac- 

P to each transaction interested 
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only in rlieir own costs and their own receipts. 1 hat at some place, at some 
time, some consumer teoiild l)ii\', in some form, the things that thet had 
produced A\ as simply taken for granted, ^^d^ethel• it happened to be Mr. 
Smith was of no importance. 

This impersonal (]ualit\- of the market is, perhaps, an imescapable ac¬ 
companiment of the benelits in the wat' of greater material production 
which the market has yielded. Since, however, the processes that occur in 
the market-primarih- those that concern economic stability and control- 
arc studied in some detail in this book, we should not pass over the imper¬ 
sonal quality of the market without noting some of the more general ways 
in which it makes its imprint on people. 

THE IMPERSONAL MARKET AND OUR SYSTEM OF VALUES 

The pecuniary motives which preaiominate in the impersonal market 
have striking counterparts in other phases of contemporary life. iMany of the 
social values by which oiir ancestors set store have been displaced and supci- 
seded by purely pecuniary values. 'I'hus the old established criteria of good¬ 
ness, beauty, and appropriateness have given way, to a large extent, to pief- 
erences for the expensive, the “rich-looking,” ami the ostentatious. Social 
prominence, like personal power, fre(|uently is measured more accurately 
by the kind of automobile a person rides in than by his usefulness to the 
community. 'I'his is essentially what is meant by critics who refer to “the 
modern inatcrialism.” An American economist, I horstein \’eblen, has tell¬ 
ingly labeled much of this <lisplay “conspicuous waste.” 

Such recasting of values and incentives certainly is facilitated liy the 
far-llung and impersonal market of today. Under frontier conditions, or m 
small marketing areas, the person who accumulates a fortune larger than 
those of his neighbors (although if he inherits it the situation probalily is 
different) is subject to suspicion and is likely to be written down as a poor 
citi/en. riic assumption is that he has made his wealth at the cxpen.se of the 
other members of the community. Public-spiritedness, loyalty, and gencro.s- 
ity are the traits that are most respected. Put when, as at present, the maikct 
extends even to the most remote parts of the earth, and transactions occur 
j)rincipally between people who are not ac(|uainred with each other, the 
taboos and sanctions mentioned above have little, if any, eflect. 

Indeed, such contacts as people have with each other under conditions 
of industrial urbanism-itself an aspect of the greatly expanded niarkct- 
tend to promote the less fundamental personal values and incentives. In a 
frontier community people know the abilities, tastes, and capacities of caci 
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ler. As largei and larger numbers come to live in towns and cities, and as 
Droved means of transportation come both to expand the market and to 
ible people to travel more widely, they come to associate less with those 
0 know them well and more with complete or comparativ^e strangers, 
der these circumstances criteria of personal worth come to be more 
lerficial. And an accepted mode of making a favorable impression on 

h strangers is to give the appearance of prosperity and to display ex- 
isive habits and tastes. 


)BLEMS OF INDIVIDUAL ECONOMIC SECURITY 

The economic problems that concern people most directly arc those 
: affect the size and security of their incomes, the conditions of their cm- 
^ment, the value of their investments, their material rights and privileges 
gainst the rest of mankind. For this reason we commence our consider- 

n of specific problems with a brief description of what is involved in eco- 
iic security and insecurity. 

The most immediate economic need that people have is for money in- 
les sufficient to provide at least the material essentials of civilized exist- 
^ Such a requirement is greater than for mere food and clothing and 
ter against the elements. Civilized existence implies a settled habitat, the 
itenance of standards of health and sanitation, opportunities for recrea- 
an intellectual and artistic development, and-in addition to the basic 
.ssmes mentioned above-the possession and use of those conveniences of 
w ich have come to be regarded as "conventional necessities ” 

But economic security involves even more than the money incomes 
ssary to uy these material things. It requires also a reasonable certainty 
he income can be gained continuously, and that people even have a 

■ rtertTl'otV*’’^ persevering, improve 

^ matenal lot. To the extent that any of these conditions are lackinsr 

id , ' economic insecurity. One implication of tht 

a so be noted: the principle that each individual should have the on 

s;!:. “ "Snificance in authoritarian 

The first and simplest kind of economic insecuritv ju-kpc f 

irtunes such as physical or mental incapacity to make a livh!/Tir"'* 

ably has been the principal single cause of poverty in this conk!: 



,3 problems of the AMERICAN ECONOMY 

Accidents which either temporarily or permanently incapacitate people for 
work have similar consequences. 

A second and somewhat more complicated kind of insecurity arises 
from the bargaining M cakness of some people. This is exemplified by the 
case of an indmidual laborer w bo is bargaining for employment M ith a large 
employer of labor. To such an employer it seldom matters very much 
whether he secures the services of this particular laborer or not. But to the 
workman, w ho may have little occupational or physical mobihtv', getting 
this particular jol, may make the d.lTerence betaveen having an income and 
nor having one. In such a case it is not possible to say ^vhcthcr the x\oik- 
man’s insecurity is due to his otvn weakness or to his emplovers strength. 

It is the fact that the bargaining power of the two is tineqtial that is 

importanti 

This bargaining weakness extends widely tbrough our economy. 1 bus 
it is clear that some employers arc insecure because their bargaining power 
is less than that of trade unions with which they deal. Inequality of bai- 
gaining pow er applies similarly to the weaker competitors in an industry. 
The financial strength of the giant concern and the strategic advantage it 
has in being able to undersell its weaker competitor is a source of persistent 
insecurity to small businessmen. 

A third class of insecurities arises from particular economic changes. 
This is illustrated by “technological” unemployment. Ihe woikeis who 
have spent much time and effort in becoming skilled at a particular occupa¬ 
tion sometimes find themselves out of work because of some invention or 
some scientific or technological development. The loss of their jobs ly 
glass blow'crs when seiiiiautoinatic-aiul laier automatic-glass-blowing ma¬ 
chines were invented is an example. Such a worker has little opportunity to 
do anything except become an unskilled laborer. I conoimc changes also can 
destroy the security of owners of businesses. I hus a change m style whieh 
discontinues the use .if silk in women's clothing causes manufacturers aiu 
dealers in silk (and, of curse, the producers of raw silk and the wage earn¬ 
ers wlio work in the silk industry) to suffer great losses. Ihe sul.stilution 
.d one kind of j)roduct for another in a more permanent sense (as, for ex¬ 
ample, tfie substitution of the automobile f.ir horse-drawtt vehicles) tas 
similar consecpiences for the people who were engaged in the displacet 

'"''"'I'he fourth and last type of insecurity to be presented here is the most 
complicated of all-insecurity that develops in the ccoimniic system at large. 
Such insecurity is characteri/ed by, and is due to, a getteral state of unbal¬ 
ance It is vividly illustrated by ctuliiiotis which existed m our own cotin 
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7 during the long depression of the thirties. This type of insecurity feed 

)on itself, and its ramifications are almost endless. It affects not merely per 

nal and domestic affairs but also international economic and political rela 

)ns. It is not possible to describe all aspects of it in this brief classificatior 

kinds of personal insecurity. It should be pointed out, however, thai 

ch a condition of total unbalance may involve long-time maladiiistmentj 

the economy which extend far beyond particular cyclical crises and 
pressions. 


OBLEMS OF STABILITY 

The economic insecurity that is due to general unbalance in the econ- 
y IS ramaticaUy illustrated by the frustration and want endured by the 
wvi," “entries of Europe and Asia since the close of World War 
1 h many of these people, insecurity has become chronic; its physical 

°®T T'"' P™g‘«ively less able to' pro- 

ntrie la™ 7'"“ nnbalance-i„ the case of these foreign 

■em AltL, h t T “mplete breakdown-in the economk 

and I '*^'=“nctive, disorganizing, and demoralizing effects of 

and revolution create such conditions on a very wide scale. fnsecurMe 
to economic unbalance arise also in time of peace 

We in the United States are keenly conscious of the material costs of 

n vea “n-- productive record durim. the forty 

year period, 1899-1945, reveals that the cost of goods uspH • ^ 

ng this period was only slightly more than half ® ^ ^ ^ 

Inction that was lost through unrplovmen f 

■ d'lrof wrhMr:::;::: 

wkhThX^dT 

tably will be sol ^gtet ~ ™ *ere 

our knowledge wel 4ra:dr: - 

f'rederick c A-Tiiic “m l , perlect. This is nec- 

^ C. Mdh. Techno,„g;eal Ga.-„, and Their Wes... .rlrnre, Fehraary eS, 
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essarilv the case in a “progressive” economy-i.e., one in which new prod¬ 
ucts and new nictliods are constantly being devised, and productive capac- 
ir^- per capita constantly being increased. The interaction of such trends 
causes some fluctuations of output, of income, and of economic activity; 
nevertheless, we often suffer disturbances much greater than seem to be 
made necessary liy our progressive economy. This disproportion is due in 
part to the tendency of economic fluctuations to grow and to feed upon 
themselves, so that a relatively small disturbance grows into a relatively 
lartrc one and in part to causes other than the trends of growth described 

above. , 

Thoughtful consideration of the problem of economic stability raises 

imporrant'questions of human values and objectives. It seems probable that 
most people desire, for themselves, botli economic adventure and security, 
and, for the community in general, both progress and stability. Each of these 
is an unimpeachable aim; but the attainment of all of them at once raises 
contradictions and difficulties. 


PROBLEMS OF CONTROL 

I low does it come about that our economy produces as much as it does 
-no more and no less? Of the total amount produced, how is it decided that 
a given fraction of the total will consist of slioes, another fraction of wheat, 
another of houses, etc.? What causes our working population to be di¬ 
vided as it is among various occupations, so that tlicic aic so many aimcis, 
so many coal miners, so many physicians, so many movie actors, etc.? And 
what determines the total number of workers to be employed, the hours 
that each will work, the wages or other compensation that each wi re¬ 
ceive? I low is each price in the market determined in relation to each other 
price? What lives the exact amount of investment that will be made tins 
year its precise (listribiition among particular business (inns, and the rate 
of interest or of profit that each investment will yield? What determines 
the amount and variety of our imports and of our exports? 

All of the foregoing ciiiestions refer to cconotnic controls. It seems clear 
that every individual person who consumes and produces has some influence 
in deciding each (piestion. If the only influence present in a particu ar situa¬ 
tion is simply the aggregate of individuals acting as consumers.and as pro- 
ducers control is exerted by competition. If all, or most, of the produemg, 
the employing, the buying, the selling, the investing, i^s done by a few 
inrge organizations, the control by competition is reduced m greater or less 
degree. If the government intervenes to affect the answer to any o 
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questions raised above, we say that the economy is to that extent controlled 
by the state. In a liberal society, such control by the state cannot well—or 
for long—be used for a purpose not approved by a majority of the people, 
or even for one that is ardently opposed by a strong minority. 

All three forms of control—bv individuals acting independently, by 
large organizations, and by the state—are involved in the questions raised 
above. With the passage of time, there are evidences that the degree of eco¬ 
nomic control exerted by independent individuals has declined. This has 
occurred along with the decline of self-sufficiency in individuals and family 
groups. There has, pari passu, been a decline in the validity and force of 
an important tradition—that of the independence of the individual, or 
“rugged individualism.” 


The economic welfare of the legendary American pioneers, moving 
westward to establish family homesteads and expecting to produce by farm¬ 
ing and by handicraft most of the things that they used, was determined 
principally by their own energies and skills. It frequently has been argued 
that these pioneers founded and furthered the American habit of thought, 
which resents controls by large organizations and by the state, and which 
demands traditional economic liberty. Many of the same arguments con- 
cude that this habit of thought was appropriate to a “horse-and-buggy 
age but has little or no relation to the modern age of specialization in which 
such Klf-sufficiency IS beyond the reach of individuals and family groups. 

^ The difference in degree of self-sufficiency should, indeed, be\iven an 
important place in any consideration of economic policy. It should be borne 
in min , lowever, that the legend of the American pioneer, like other 
egends, contains many elements of myth. The hardy pioneers did not hold 
heir own destinies completely in their own hands; LL they were sobj: 

O control ,n important respects. The policies of the federal government to¬ 
ward selling or giving away land; tariffs and excises levied against goods- 
the prices charged settlers for their land by “land companies" and “develop’ 

ment companies” holding a high degree of monopoly'^power in large agr^ 
cu mral regions; the sometimes artificially restricted markets in which mlnv 

m h" P™doce and to buyZe 

affected':he material dZTes of ourearl sZrZrr'”' 

::r c^z? r - 
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secure governmental controls favorable to farmers, and the suppression of 
controls unfavorable to them. 

Thus the problems centering about economic control are in no sense 
new. But today there are greater opportunities for control by powerful 
economic groups in their oxvn interest, opportunities created by the de¬ 
cline of individual self-sufficiency. Furthermore, there is a coiiesponding 
increase in the conscious need for controls to be operated by the state in 
the public interest.” The growth of the public interest concept^ is signifi¬ 
cant, but inconclusive: when practical issues are discussed, the public in¬ 
terest” often is strikingly similar to the interest of a particular economic 
group, i.e., to the self-interest of each person composing the group. Adam 
Smith’and his follow ers proliably would appreciate the irony of this. 

Later chapters of this book w ill be concerned with controls of the 
economy by both private and public agencies. Various w-ays in which busi¬ 
ness enterprises (whether monopolies or not), trade unions, financial con¬ 
cerns, agricultural organizations, and consumer groups seek to control the 
markets in which they respectively operate, will be examined in detail. So, 
also, will the aims and methods of governmental controls as they are ap¬ 
plied to numerous and diverse aspects of our economy. 


POLICIES AND FALLACIES 

One symptom of the complexities of knowledge and understanding 
which becomes especially ncute at a time of economic crisis is a widespreac 
belief in various simple,' direct, often apparently obvious, although nearly 
always illusory, “corrective” measures. Such ideas are not peculiar to periods 
(,f economic crisis; in some form or other they are entertained and ex¬ 
pressed by some peojile or liy some groups of people at almost all times, 

regardless of the general prosperity tliat may prevail. 

The viakc-ivork falhicy. This is a way of thinking about economic a - 
fairs into which everyone is in danger of falling at some time or other. It is 
the view that there is an advantage in giving work to people, wtthout le- 
gard to the occasion for, or the results of, the work that is done. A snow 
storm is viewed as a good thing because it causes people to be given ,obs c cat - 
i„K llic sirccts; i.ictlHKls .,f in vvimh nmre l:i .or is cn pU.jcd 

in proilur inn » ""'I'"' cnsiilcrcl more rUsmil.lr t n.n thnsejl 

whir li less liil.or is en,ployed, TIk eeonoinie rcirson.nn here .s l.iised on nvo 

....ions: (.) .h:.l suel. nses of labor eause ,n..re people 

and wanes to rise, and ( 2 ) that the gieatcr cntploy.ncnt and higy-. «ag 
will enal.lc wage carnets to l.ny more goods and serviecs than they other- 
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wise could, and so will cause greater productive activity and a still larger 
demand for labor. 

It should be obvious that if a large proportion of the working popula¬ 
tion were regularly and constantly engaged in clearing the streets of snow, 
or in reconstructing buildings that had burned, or in filling jobs created i)y 
needless slow-downs ’ and *'doubling-up,” there \\ ould be few cr people 
left to do the work which constitutes a net gain to the w ealth and the income 
of the community. Even an extremist in these matters ^v•ould not go so far 
as to argue that a benefit would be gained by having half of all the people 
dig ditches while the other half filled them up. It should be c<]ually ol)- 
vious that higher total wages, if accompanied by a smaller volume of pro¬ 
duction of desirable goods and services, would result in people being aide 
to buy less rather than more of the things that they w ant. 

The make-work idea has been the basis of some economic controls ex¬ 
erted by the state, and others imposed by labor organizations. It assumes 
that there always is a limited amount of productive work to be done and 
that there consequently is an inevitable tendency tow ard mass uncmplox - 
nient. In spite of the somewhat obvious arguments against it that w ere stated 
above, the make-work idea often retains a degree of plausibilitN- because of 
the limited areas to which specific proposals apply. Yet, if all'the ideas of 
this kind were pven effect at once, the result would be that a substantial 
part of the working population would be engaged in work that yielded no 
net gam in the form of desirable goods and services. 

The^hon-time, long-time falittcy. Whnt we tliinl;, lite « hnt ,ve see is 
affected by perspective. In thinking about matters of police, just as in lofk 

nearest usToTh 

e nearest us. In other words, more immediately desirable objective's tend 

Our tariff history is litterpd ^ . 

thinking. Two Str4 exam^fe occur 

World Wars. The Fordney-McCumber Tariff A^of To 

duties on numerous articles that previously had been oX'TrUs™'::; 
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rai‘;cd man\' existing duties to record-making liigii lc\ cls. The purpose of the 
act w as, of course, to pi'<)rccr American producers against competition from 
“low-cost toi'cign producers." ('ertainh' the \'olumc of imports of dutiable 
articles was reduced; bur nthei', unintended, cllccts also followed. Since for¬ 
eigners wei'c onl\- al)le to sell smaller amounts ol goods to Americans, they 
also w ere nor able to bu\-, with cash I'cceivcd for their exports, the quantities 
of gftods they wanted to get from the L'niied Stares. Our exports remained 
high onl\' by virtue f)f heaxw loans maele b\- Americans to foreign firms and 
ffjrcign gt)vcrnmenrs. .Man\' of these loans have not been, and will not be, 
paid. W'ithour our imporrino- more, foreigners couKI nor wer the means to 
pa\ their debts owed in the L'niteil Stares; this conrributeei substantially to 
the general ct)llapsc of credit in and succceiiintt t ears. In ig^o, after 
the onset of the Cirear Depression, Ciongress passed the Smoor-1 law Icy Tariff 
Act, w hich again raised import duties to new hi<,di levels, d his action, aimed 
to gi\c even greater protection lo .\incrican proilucers in their dwindling 
dtjinestic market, also had the efTect of depressing still further the dwindling 
international market. It also had indirect, boomerang-like clfects that were 
injurious to mir econoimo Alain countries passed “retaliatory" tarilT laws, 
ainietl specificall\- at products of the I'nited States. .And in some foreign 
countries fe.g., Swit/erland) there were numerous protest meetings at 
which the peo|de present took oaths never again to buy ain'thing produced 
in the United States. 

I'.vcm uirhout “shortsightedness,” there arc bound to he difficulties of 
perspective. 1 he more remote in time the elTects of a particular policy may 
be, the more diffic ult it is to jutige the degree and extent of those effects 
and their relation, in that distant period, to the public interest. A et, to the 
extent that such judgments are possible, they must of necessitx' be made. 
I'.ven if the distant effects of a pt)licy could be foreseen clearl\', there would 
still be differences among people as to its ilesirability, simply because people 
differ in their t)pinions as to which objectives are more desirable and which 
less. 

TWO TYPES OF ECONOMIC PROBLEMS 

I he problems with which we shall deal arc concerned principally with 
stability and control in our economy. Hut these problems permeate ah 
phases of economic life, and are not separal)le for special stiuly. “Stability 
and “control” are, indeed, abstractions which take on specific meaning only 
when applied tt) concrete situations or Vo other abstractions (for example, 
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the level of prices, competition, standards of living, the employment of 
productive resources) which relate to concrete situations. Illustrations of 
the forms of these problems are offered below. They are div ided inn. rv\.. 

classes: (i) problems that are technical, and (2) problems that pertain to 
welfare. 

Technical proble?m. Technical economic problems are concerned 
so ely with the relations of causes and effects. They are illustrated bv the 
following questions. 

What will be the effects, on wages and cmplocment in a „jvc„ in¬ 
dustry, of the mtroduction of certain labor-savini: niachincr, = T,t « h ,t ex 
tent will the introduction of such machinerv result in loner prices to con¬ 
sumers of the commodity produced by that industiv= Will the prolits or 
the solvency of various firms engaged in this industrv he atleeted l.v the 
mvestments which they make in these nesv kinds of ei|uipinent, and In 
changes in the volume of production and in the price ol the produet= In 
ca e wage earners are displaced by the introduction of ne« inaehinerv in 

this industry, will their experience and their specialized abilities aid them in 
securing other employment,? " 

tionsl’''™ our illusrr, 

nons by introducing some technical questions of a more general eh ler r- 

To what extent would a raising of living standards of the peopi 

WhatTT “““ Productiveiv iiiore efficient^' 

What IS the prospect that their gains in productite cfficiencv i ill w 

permanent, and will enable the people concerned to ' ™ 

mprove-these higher standards of living over liv “ 

order to secure and maintain the fulles/possihle ° f 
tion’s productive resources is it- of the na- 

ingly direct part in economic acuity "and keerprod" 

ployed by long-range oropramc /’ ^ productive resources em- 

respects fs co^^ elduciv r " " I™ 

services? Under what conditions d ° production of goods and 

production? In what ways does ‘r"'" 

distribution of income? To what extent do Tf P""*. end the 

to be self-destructive, in the sense of am M ^ ‘^°"'Pr''don 'end 

What are the reasons for changes in the 0" ^ “ grow? 

neoditie, for labor, for capj^d crfdl ^7“" d"' 
narily exchanged among nations? Thes 1, ■*, services ordi- 

of the many that could be raised- thev questions are only a few 

tions of proVms of this type ^ iU^^tra- 
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Problems of -^'clfare. Economic problems pertaining to welfare involve 
considerations of v hat is good, what is just, what is desirable. They are il¬ 
lustrated by the following questions. 

To what extent is the income of any individual or any class of people a 

measure of the material contribution v hich that individual or that class 
malvcs to the economic life of the community? If those v ho contribute little 
sometimes benefit more than those who contrihute much, would not the 
ends of both efficiency and justice be served by a distribution of income 
m which each person v ould share on a basis more ncarh' commensurate with 
his contribution:^ Is it not desirable that a part of future increases of income 
to members of the community take the form of greater leisure, and conse- 
(luent qn-eater opportunity for enjoyment of life' Inasmuch as many peop e 
suffer material privation and v ant as a result of causes inherent in the eco¬ 
nomic system, and so l.eyond the control of tlie people principally affected, 
to what lengths ought the comnuinity to go in providing thc.se people witi 
material security? If we assume that it is desirable to provide the materia 
basis for a comfortable life to those people who work competently aiu 
willingly, how far are we justified in modifying the system of economic 
liberty in order to achieve that end? To the same end, how far aic we 
justified in placing limitations ..n the rights of property’ Do some resu ts 
r.f economic activity have values to the community {social values) entuev 
annrt iron, the market values involved, and do some entail costs to the com- 
unity (social costs) entirely apart from the market costs invedved’ f so, 
should we not act to maximi/e such social values and to min.nu/c such so¬ 
cial costs’ do what extent should our economic life be dominated by indi¬ 
vidual action, and to what extent by collective action? 

d he difierem (iiial.ties of these two sets of c|uest,ons must be immedi¬ 
ately apparent, d he (irsl .set refers solely to technical considerations; the 
;„aners with which the questions deal are as “ol.jective" as 
winch we might in<|nire ab.iut the activities of the .solar sy.stem 1 he ques¬ 
tions in the sec.nd .set are concerned with human purpose; involve 

■'subjective” considerations of what is good, what is pist, what is desiial • 
Some workers in economics have argued that their held of wmk s 
solely a science, and that questions of what is good, or jiisq or desirable 
belong to the provinces of politics and moral philosophy It is . 

.. J, ... . ... l,v 

K.,1 l,v hM,„an . us,.„ns. hal.i,.. But. at kast tt, luu l..» , tkt 

„-c atllttalBy tatiuual ...usi.ktati.uts. AucI it is c.|..ailv nl.vun.s 
„„cttst in tltc'lttol.lcus litaital liy ctunuinif stltncc tictives fton, o, n l 
l,„„lanic..tal ii.turts, in iht i!nn,l. il.t iiisl, ll.f tlcsitalilc. It is incvilaht 
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7 e will not, at all points, agree among ourselves as to what things arc i 
jst, and desirable. But democratic institutions and free markers pro\ 
leans by which each of us can, in some degree, act according to his 
chefs and tastes. Technical economic analysis can help us to this end 
Thus it appears that our interest in human purposes takes precce 
rer, and shapes, our interest in technical analysis. 'S et it is only rhr 
;chnical analysis that understanding of the facts and relationships of 
3 mic life can be gained. It is important to recogni/e that both of i 
terests are involved in the study of economics. Both of them arc taken 
:count in this book. 
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Let us iitiiiginc, for ;i iiicnu nr, th.u t lu- idiu h sp,, • 

n Mais has coinplcrcJ his s(»|iuiiii on iIk i miIi .n,,.; j , . ; ; 

home. Let us imagine turther (h.it ihis hiM nlu J .y. 
ieliver an ackircss l.efnre the M.irn.m ^ocut^' lo, ilu • 

Icrstanding. '1 he sulijeer assigned luin is. • | |,,v, iIk Ikopk ■; ^ | . 

Id Their Time." And nnw-even if u picsumpiuous /i! 

Lire what an mhahiranr nf another pl.inet uill s.u ,|.ou, k, .. 

t the theme of his address vmII h,. 1 . ,,,, ^ ^ ;V , 

:h, translated into I'nghsh. are ahum as lollous'. ■ Hk m 
1 spend their time in an infinite varleI^ ot ua\v Ikx.md iL / ' ■ - 

Km do those things made necessarv In the ueaL,u..s iK,: i:,::;' 

as eating and sleeping and hlinkiim their e\ es the 
stn the ways that difFerent people ^pend their hme. ^ 
are called ‘the civ.h.ed sections of the eartl, there is.ne .„ndn., 

h IS fairly common. Most of the people of flir , ‘ 

...- 

vending money .ncans. For cx„n,,lc, .uppSe I c'e.,uli""i;' S C"" 
s to organize the activities and interests of „■ l. ‘ ' ' 

le to differ so markedly in their otiier ictit i!,c7if'iT 
i supply his auditors with a rather .ccuntc I- 
e on the earth spend their rime. Alore pr K CT"’;’, """ 

ccounr of how people make a hying i„' the 


.rc .ii'c w uit, 


u ( in I! 11j CM 
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parts of the earth today. Still more precisely, he tvoiild describe and explain 
our economic resources and the market tlirough tvhich they are organized 

Economic, or productive, resources consist of human abiliries and ma¬ 
terial things M-hich are useful to people in creating goods or rendering sery- 
^ .... -r-. .. I,kclv to become usetul at some 


ices Anvthimr which is not useful, or not , 

timi in the finure or under some more or less foreseeable conditions, is not 
such a resource. The skill possessed by a great chemist can be legai^de as 
an economic resource because it promises to be useful to mankind, bu 
skill formerly possessed by a chemist svho is no longci n ing can ) 
stretch of the imagination be regarded as a resource; the discoveries he made 
before his death inay be resources, hut not the cheinist himself or his former 
skill. The skill of a chemist svho tests drugs for “dope smugg cis can 
Igarded as a resource by the smugglers because it is ; 

though the community at large may agree that the purpose " 
skill t put causes the skill itself to be worse than useless. Again, if, Fiancis 
Bacon put it, “the breed and disposition of the people be stout and sj- 
lik-e,” tLse ipialities are productive resources from the point of vies o 
groip which desires to increase the military and political powc. o h 
tmte as was generally the case in sixteenth- and scventeenth-ccntiiry Eu op 
a id ’was reccaitly the case in Germany, Italy, and Japan But these qua it 
r;iight not he resources In a state in which peace and the arts of peace an 

"’'’'■;S';Srei;tated. an attrihiite of man or a part of man’s envir» 
ment c::r b'c rcgarLd as a productive resource only m region to its aW, 
to satisfy some assumed set of man’s wants or desires. When MC 
A, um-icl, resources before ,491, we think of them 
though they could not have been so regarded from the ''""'I''" 
Columbian l■,uropcans since their existence (am, in ,1 I „ 

fulness) was then unknown. Wc may speak of Aincnca i P" 
r , in iAf)2 bur in SC) doing wc arc assuming a parncular set c 
: ; : It ::wiints, existing kiLvIedge, and modern -ebnica n^ 
development and use. It is these conditions which 

• ., • ar.c nnfl (unrrics prnclucrivc resources, now. These natuiai 

"ire (,’r.nni/il through our elaborate marketing system; they arc c 
sources aic oigani/.cu m ^ ^ ncopl 

. 
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lited States reduced its coal reser\es I)\’ more than sixteen Ijillinn net 
:wccn 1807 and 1924, it might appear that coal as a pr<jdin ti\e re mi 
I been materially' reduced. In terms of lams, a e'onsumptiiin ot MxieLii 
1 is impressixx', but in terms of the abilitx of mir remainin'.: to il n, 
satisfy our needs, it has little mcanini:'. Sue h 'jreai impi os nu nts in 
hniques of utilizing coal as a source o| enei'cx ha\e i.iLen plat e retei 
t tlie need-satisfying ability of our I'eniaininL; coal reser\ es lias hi. en 'ci e 
teased. To put the case diderenrix, coiuhrions haxe ^o aheretl ihai 
cntial pioduetixity of our eatal stttehs—that is, ihe aiiiinini iit ik 
sfying service that e.xisting resources w ill remler-is not hm 

n cvei befoie. Lnder the ohi coiuhtions til tatal iiiih/aiiiin iIk iii iami 
: productive resource has diminisheil; umler exisnnc eom!ni..iw. it 
teased. If picsent conditions remain unchanct-il in tlu' liiiurt. ii ii! 
ase; if techniques improve oxer considerable perituis. u lu ix iiu le.iw 
rease depending on the \-olume of use aiul the rate of ut hnit il 1 


vement. 

It is the purpose of this section to describe in detail the iMudiiciixe 
rces of the United States and to analyze the conditions of their use. 
dingly, ^ve need to examine: (1) the uses people make of ptoduei 
)urces, with special attention to tlie way in which the res,,uress 
cated, through the market, among the various uses r.. w hieh thex are p 
the kinds and amounts of productive resources in the L nited States, a 
conditions affecting their sex eral quantities and qualities; { n ) the e\ti 
^vhich w'e actually utilize our productixe resources, in so f.,,- as , 
ted knowledge of this difficult subject permits us to sax anx thin--- ib, 
3 ur study will reveal many factors that arc important from the immr 
of both economic stability and economic control. Some of rlu 
ategic factors are studied in greater detail in later sections of this bo, 
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How WG USG rGSOUrCGS: 
the market mechanism 


WANTS AND THE MARKET 

“Production” includes all activities that arc necessary to give commodi¬ 
ties and services the forms that people want, and to have them available 
where people want tliem and when people want them. Therefore, pro¬ 
ductive resources have meaning only in relation to the satisfaction of some 
assumed set of man's wants. It is necessary then to consider wants in some 
detail in order to determine how they are related to the processes by whict 

productive resources arc utili/-cd. • i • j' 

In the first place, there is a conflict among the wants of a single md 
vidual and this same conflict extends throughout society as a whole. Iiac 
individual has certain desires which he wishes to satisfy (they may, o 
course, change over periods of time) and certain means by winch he ma; 
satisfy some of tlieny but the fact that these means of satisfaction arc limite 
in aiiiount implies that the satisfaction of one want involves, in genera, a 
inability to satisfy othet wants. The iinsliilled laborer, living on a sc 
income, must sacrifice alterna.ive purchases if he wishes to buy a |alopy 01 
new suit of clothes; a millionaite must give up income from a poition 
his securities if he is to enjoy the pleasiitcs of owning a yacht. 

Similarly each nation must determine in some manner to what extcl 
the resources available to it-labor and sliill, energy from coal and wide 
wood, steel, cement, existing liiiildiiigs and machines-shall be used fo 
common national end. Soiiietiii.es, in the case of both the ' 

the nation, the desired end ...ay be accomplished in whole or in , t 
working harder or by expanding output; but sometimes a choice mu 
made, for instance, between “guns and butter.” Ibis was sttilcigly iH- 
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ited during World War II through the rationing of many commod 
id by consumers. At the same time the system of “allocations” and “pr 
s insured that scarce materials, equipment and manpower were used 

rposes deemed by the government most essential to the prosecutior 
; war. 


In the second place, there exists a conflict between the sets of want 
Ferent individuals or groups of individuals. W^ithout going into the 
alt problem of whether or not a society might be arranged so as 
ninate these conflicts, it is sufficient to note that existing wants, 
sting limitations on the supply of resources available for their satisi 
1, imply that the desires of some must go unsatisfied in order that 
nts of others may be met. As long as the supply of automobiles is 
imited, the labor, capital equipment, and material used to provide ther 
available for the production of cheaper refrigerators or better bi 
riages. As long as voters desire more post offices, larger hospitals, 
ger navies, the resources necessary to the production of these things 

available for the production of better houses, larger loaves of bre 
more luxurious liners. 


In any society, whether it be fascist, communist, or democratic prii 
^ or advanced, a method of some sort is necessary to resolve these ct 
-s of desires An apparatus must be set up to determine -whose wants v 
satisfied, -which wants will be given preference, and to -whot extent o 
of wants will be sacrificed to another-that is to say, how producti 
urces wi e organized and distributed between different uses leadi 
y or in irect y to the satisfying of human desires. In a dictatorsh 
achinery of the state may be used to decide not only these questio 

he control of wants is a condition necessary to the tolerably efficie 
ation of any economic system in which the uses of productive resourc 
determined by the decisions of state officials.* 

In liberal economies, as they have developed since the eighteenth cei 
, the resolution of most of these conflicts has been left in ^ 0 !^ 
mechamsm of the market-price system Wher^ rW - a ^ ^ 

'sed by the oueration nf rU. i 7 ^ limitatior 

y LUC uperation ot the market mechanism 

confronted with a multitude of goods-articles of clothing^kind^ 

ee Walter Lippmann, The Qooa Society. Little, Brown, p. ,, 
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food, houses, machines, etx.-and services such as those of actors, physicians, 
laM yers, and plumbers, any of which he may have if he is able and M illing to 

pay for them. 

^ In order that he may be Milling to pay for them, he must make a 
choice among the various alternatives open to him. With given financial re¬ 
sources and given preferences, his choice Mill depend m pait upon the 
price he must pay to get M/hat he M ants. If the price of beef is rising, le 
may purchase less beef and more pork, or he may reduce his expenditures 
on'basebali games. Whatever he does, he chooses among his conflicting de¬ 
sires for different goods and services by considering M hat he must give up 
in order to obtain what he prefers. In this way, the problem of desires 

each individual muU satisfy is settled. 

The prices of the things an individual desires are market prices which 

depend partly upon the amounts he and others are able and willing to spend, 
and partly upon the amounts necessary to induce still other persons to sup¬ 
ply the things he wants from the resources they possess. If others desire in¬ 
creased shares of a particular commodity he seeks, he will be faced by ris¬ 
ing prices which serve to reduce both his willingness and his ability to ob- 
tataSvhat l,e previously wnntcd; the setisfuctioo of h.s wonts « ' 
limited in order that the wants of others shall tntt go unfilled. Similarly us 
spending contrilitites its small share to the forces limiting the wanK of his 
fellows through its elTect on the market price of each commodity he buys. 
A St, It of balance is struck by which the shares of all individuals are dc er- 
mined in much the same sense as that in which two weights on a beam 
supported in the middle may he said to determine one anothei s positio 
abt've the groiiml. Partly in this manner, the market-price mechanism settles 
the problem of whose defires shall be satisfied. 


the utilization of resources 

There are still other ways in which the market-priec system operates 
s„ as to accomplish this resii,;. In the 

;:::: i;:direct use of'availab,e ....services., a... -“J 

about what determines the volume of goods and sc. vices ay ' 

the ways in which protluctivc resources arc related to the l>'“' J ^ 

following consuletalions show that this aspect of the .|uestlon ,s not fum, 

menrally different from the one al.eady discussed. 

I Ic who possesses a productive resonree-whether it )c a . , • 

* ' . .. •.the alternative satisfaction 
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lable to him directly or indirectly through its use. He may use it h 
or leave it idle; he may sell its services or he may use it to prodi 
ething which he expects to sell in the market in order to obtain gO( 
lesires with the proceeds. Whichever alternative he chooses, his cho 
depend on his wants and the wants of others operating through pri 
If a rise in price—attributable to an increased desire of people for a pn 
to which his resource is capable of contributing—makes one alternat 
e attractive than another, he will be persuaded to choose this more 
ble alternative. If, previously, he has been using the resource he p< 
s to produce some other object, he will transfer his resource (i.e., 
r, his capital, his land, his business abilities) to the production of t 
object, provided the increased price is sufficient to induce him to unde 
the change. That is, he will make the transfer if he is persuaded that 
benefit on balance. Thus the market-price system operates to brf 
It a reallocation of available resources among their various possible U5 
manner which leads to an increased supply of those goods and servic 
vvhich the desires of the public have increased. 


There is yet another way in which resources are influenced by t] 
:et-price system. If an increase in the demand for a particular good i 
ce, operating through a rise in its market price, leads to an increase 
demand for a particular resource used in its production-expressf 
Jgh a rise in its market price—there will be, in general, an increase 
ivailable supply of this resource. Under the conditions previously pn 
ig there will have been some resources of this type which were mere! 
itial resources in the sense in which this term is used in the introductio 
is section. The benefits to be obtained from the use of these resourc< 
r the former conditions would not have been worth the effort an 
ise attendant upon their use. Under the new conditions of increase 
nd and higher return, the utilization of certain of these resources wi 
appear profitable to their possessors, and they will be used. The toti 
ible supply of the resource, the demand for which has been direct! 
.directly increased, will expand. The greatly increased demand fo 
in war industries during 1943-45 encouraged husbands to work over 
and wives to leave their kitchens. This brings us back to what wa 
n the introduction concerning the relation between what is meant bi 
oductive resource” and the idea of “usefulness”; an increased desir^ 
e part of the public is generally sufficient, once it takes a money form 
avert some potential resources which were valueless into products 
rces which are useful and, consequently, valuable. 
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Copper presents an interesting example. This metal '-s been ntined 
,„ee eft'; ea^ly times and it is probable that 

richness. Durmg the nineteenth ^ 

1::::tcome'vall:; Ir lilable copper-prodncing resources have ex¬ 
panded in response to an increased denian “ “PP^ jek- 

Finally, the ™"'f'‘P^‘“ gL to one another in productive 

tive proponions which diff rv.ll not find it to his interest 

processes. The manager a bt. ness 

,0 use high-priced slalled 1 ^ „ 

commodities or seiviccs t p ' ,,.r,peoces though in others he may 

substitute less ^1' ^^re costly because of lower quality 

find that lower-priced labor actually ;„portion of skilled to un- 

of the work done. In general, he will ad t P^ 

skilled labor, in the ptodtictitm o^ “Jreturn. According to the prices that 
minimize his costs or maximiz production, skilled 

nicst be paid for the,.., r'l^r^aces'in which they are 

and unskilled labor services wi ‘\ti|lcd-Hbor saving” in the sense 

loost ‘hiseful”;' f, ^fi^^tbor tice reliccs costs anc 

that the use of '"ly" , f,„. other tasks. To a considerable ex 

releases the services of skilled . .,ir.„lar labor skills an. 

tent machinery can be sin.ilai y . . t„i„g more land, or inor 

vice versa. Agricultural output may ^ ^ j,,,,, factors rt 

labor, or more machinery, w leii i . ^ considerable e; 

r^iv-'I^iur produced wit., minimum efiort ai 

'’‘P‘"'“' . I ,1 ,1 orices ahvays nieas.irc "iiscfiiliicss." 

, 'l l,!, sl„„il.l ...It he taken to iiulily th. 1 J ..„,.,f„l,«..ss” itself rleiie. 

... he cleat ... ,.rece,lins • se«s,., ■'« d-,, ... f„„„w 

,al„e jil.lBinents, 1 hat is. ,^0 ii.echanisn, will necessarily be < < 

rhe conditions l.ronglit nl.out Ity ■ 1 ^ cmployiucnt 

;!,„st .lesltahle. ... liitetvennom sueh,. „„a,ly-t.,onBh 

women an.l ehihlten .in. |o,.x .lissatisfaction with particular results o tie p 
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: MAJOR CLASSES OF RESOURCES 


A detailed treatment of each of the major categories of resources '' 
deferred to the chapters which follow, but it is convenient at this pc 
mnsider briefly what these categories are. 

Labor. The first resource is population. Population is classed as a 
rce because obviously man uses his own abilities to accomplish what 
res. He utilizes his own energies both physical and mental; he discov 
►urces which are useful to him; he invents new and better methods 
ig not only the resources he discovers but also the powers he him? 
jesses. Perhaps most important of all, he provides the direction and i 
ization of productive activity without which all effort would be i 
ductive and meaningless. Alan’s labor, regarded as a productive resour 
lerefore conditioned by his numbers, his physical strength, health, sta 
intelligence, initiative, energy, organizing ability, technical skill, ec 
on, self-reliance, adaptability to both physical and social environme 
ipline, co-operation—by his capacities, his virtues, and his vices. 

Land. The second resource is “land.” Before the industrial revoluti 
the tremendous expansion of the manufacturing industries, it was nat 
to emphasize man’s dependence upon land as the source of his foi 
fly and minerals. Gradually the term has been extended to include thr 
net ideas: (i) land as a source of materials (agricultural products, tii 
minerals, etc.) useful to man; (2) land as a source of energy, indirect 
1 the cases of coal, petroleum, and natural gas, and directly, as in t] 
o water power; and (3) land as a site or location associated with us 
qualities of soil, climate, position relative to markets, or other advai 
s. n general, all economic objects included in the term land-soils fo 
rivers building sites, mineral deposits, and the like-have in comme 
ssential characteristic which the other categories of resources do n. 
, a characteristic which exerts a profound influence upon human a 
. ey are spatially immobile and their immobility imposes unavoic 
conditions upon man when he desires to use them for his purposes Tf 
.t part of the effort and expense-especially in a country" as’^larg; an 
■ rsely populated as the United States-which people devTte to the co” 

—- 

productive resource is “capital.” By this term ■ 
.t all buddings, factories, machines, tools, transpLation Ld communi 
equipment, stocks of fimshed and unfinished goods: all of those ma 
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(' finif' lvi\'c been iiccumuliitetl or S 3 ved 
.crial things winch, m the course ol t.n Ita c 

and are used for further pr.uittctron. ,. ,,,^,1 expressed 

not be c.mftised with its ‘ ji,n„ctioii clearit in mind, even 

in nionev terras. It is necessar.v to beep tins d.stine 

ri,„r,nh-the irapracticah.lltv of cut,n,crating " I ^ P '' 

nienband certain other difficulties) re.iu.re us to a “ ' 

unie of capital, and changes ,n vol.iinc over pe.iod d > 

These rhree inaior categories lal.o 

«..-i; ■ 

iM, h... ... '»■ i“ >• ...i.. 

contribute to welfare, but once constructed hex aie a , ^ 

vironinent as fixed and acquit, 

both land and capital, b.railarlv, is the skill „ no ,„itil or siinpl 

by much effort, training, and expense to be regarded as Ins capital p 

“ ” ^i:: ::;sw: iwr'n the fact that the ff 

ficatioiis arc not iniittially exclusive. In this sense t ie> usually I 

;-,esiaborf. 

viffiible supply of ... in telatl.iu to the 

reinlering, are iiinler consideration, then -,,,crc a 
resource and the secoinl as a am lesini jehnitions and i 

great tlilliciilty; hut a recognition of the ‘ to avoid conftis 

n,aimer in which it may be overcome ,s nee.led m o.de, to 

ami (Hlibblill^^ 

knowledge and industrial techniques 

lusr as there is available at a given time a more or less fixed stodt of 
sources in the form of labor, 
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nstantly is being amplified, extended, and improved, and its developr 
anges not only the means and methods by which people fulfill their 
es but even what they consider desirable. As new methods and de: 
dace old ones, some sections of knowledge are lost or forgotten or h 
the verge of extinction; ^ a change in desires or methods may leac 
:ir revival. At any given time some sections of knowledge are immedia 
ful to man and constitute productive resources, while other sections 
y potentially useful. 

Like other useful possessions of man, knowledge requires both ef 
1 expense for its maintenance and increase, as the reader has no do 
covered for himself. It is very unevenly distributed among races, 
IS, and individuals—perhaps more unevenly distributed than wealth ; 
ome. Because the value of knowledge has come to be more highly 
ciated, an increasing proportion of man’s resources has been devo 
its extension and improvement. Knowledge has been applied to the < 
'ery of knowledge; in Walter Lippmann’s phrase, man has invented 
of inventing. He has applied his knowledge of mass-production meth( 
h to the development of knowledge and to its diffusion, through 

ibhshment of great research organizations, newspapers, and educatio 
itutions. 

Technological knowledge, that is, knowledge of industrial techniques a 
- ods, IS obviously of the utmost importance to man’s welfare. In the 1 
lysis man’s knowledge of the methods by which he may adapt his e 
mment to his own ends is the determining factor of his material wt 
Ig. rom the simple process of locating and exploiting a berry patch 
co-ordination of the millions of activities required to convert ire 
, nickel, copper, lead, sand, wood, rubber, and a thousand other thin 
uding even such strange substances as spiders’ webs) into a mode 
ory with highly technical ‘'precision” equipment, man is depeL™ n 
upon his knowledge of things but upon his knowledge o/the vario 
s m which things may best be used. Methods themselvfs are took 

es an^“mefh“d » knowledge of bo 

gs and methods, have revolutionary effects on resources and their us 

Y coal deposits from geological cliosities "'’“S' 


>ve energy and of income. The development o Xa-T 
wrought about tremendous changes in Jnd utilisation 

tWow P™-- for uial 
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on of industries and populations relative to fixed resources. It is almost im- 
ossible to overestimate the economic and social importance o sue m 
ons as the Bessemer and other processes for making cheap st^el; ney ave 
lade possible the great expansion of manufacturing industries in tBe las 
hree generations, the production and general use of the automobi , 

.se of power machinery in agriculture, the building of fleets and skysciapers, 

nd the might of the greatest armies in history. 

Each Lportant invention is accompanied by and leads to a host of 
mall improvements, all interacting and contributing together to tec n 
oEical economic, and social change. Machines ate constantly rendered 
Jete by new discoveries and inventi.ns; labor skills are ‘’"'y 

replaced^ by machine processes and new skills. Despite the fact that par¬ 
ticular economic groups are injured by these changes , 

in so far as they are adversely affected, the recent rapid 
change and its benefits are generally taken very much for granted. 

FURTHER CONSIDERATION OF HOW THE MARKET ORGANIZES 
PRODUCTION 

The first part of this chapter described the general way in "hi*:'’ 
desirls of people are related » productive resources. Attention was then 
u ne 0 the lays in which the market mechanism operates to eterm, 

::: dies am lo be satisfied, and W ^-yyirh. 

to satisfy different desires, under conditions imposed y ^ 

anism itself. Next, productive resources were class , • P 

was given to the qualities and uses of the several classes. In all that h g 

rife a constant theme has been that productive resources ““ 

numerous and varied functions in, and through, the market. 

A flsl’ction in which a Mr. Smith bought an autonyule was 
Icn as an illustration of the co-operation of specialists through tie mat <e • 
lowed bow the market organises production.-ln * 

part that the market-price system plays ,n our economic life, " 

fhat we conceive of this same kind of process as going on ‘'"'’i’ ^ 

I E- T nf nil kinds of commodities nnd services. For this puipos , 
II::::!!' if we appv t,. .1 these commodities and services the 

“’"t:::r:w sC-H-at we have made a diagram ^ total proe^yy 
. .1.u .-u« Tr would look sonicwhcit 
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'ate pipe-line system with a great many sources, a vast ni.mhcr „ 
ons of one pipe with another, and numerous terminals. It ivould Is 

tterwfir"/‘!r‘'“’'“' "'«■'= presented here 

4 r 11 ’ u “ three-dimensional model, made tt 

Actually, however, such a diagram or a model could not he made tr 
all the intricacies of the total process of production as it opemte; 
,h the mai^et. A creative use of the imagin«ion svill, therefore oii e 
■r compiehension of the process than would result from a dc’nfon- 
1 With inadequate visual devices. 

- the many points where the flows of goods through this complicated 

nove more or less continuously, through various phase^s of process- 

in *e fonur'f tt^rminals of the 

m the forms of various goods suitable for use by consumers A t 

»rrn“:?rorr^r^^^^^^^ »"h^ ha:d: 

If those people and firms that had processerrem'’up^JrtV'’' 
r movement, 

each transaction the^goods cL^har L 

sue ~bor?m pXeIr‘“'’ 

resenting thor roZ;!ra;C::srrfd"^^ 

ds of producers are especially numerous Rat' T"" “ 
h«e a great number of connections because thty tt"’'’“‘''’ 
f materials, of commodities, and of people trl r 
lad companies are paid some price for eath of the 
r similar fashion, banking concerns have maty suth"” 
ley provide financial services t-o o ^ ^ connections 

firms that are thel cu^Ll 

the services that they render. Thus all of^ charge 

I adjustments” that pronel rhi<= i k ^ 

hands Of 

pm- 

pment, power, and human labor, we find a 1 :? 
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nts 111 rht dnctii.in i.iipniirc to llic Ilou of goods. That is, ne 

d it iiiovii^' ii.KkM iid from ooiisoMiors totvaid the original sources that 
VC heen dc'cnhetl. I his lino eluent lakes place through the pae luent of 
,ces at the v inous iiiiersticcs at m liicli traiisaciioiis occur. W itliout the 
..tite pniiieiits llovviiio m suflicient amounts thrnngliout the productive 
.rein some pins of th'c svstem would not be eflieieiitlv articulated with 
i,„- luits-.liit IS to sav, the flow- of commodities, materials, and services 
oiild he Iniidered to the extent that these nione.v payments tailed to be 

On the t.ther hand, it would be possible for the lltiw of mo,lev pat¬ 
ients to be inctease.l bctoiitl the capaeitt of the productive system to 
spontl. If this were to occur, the pipes atVected hv the increased flow of 
loiicv pavinents wonltl lill to their capacities w ith goods, biiice goods a- 
cult' wt.iild be tlowint; in as great volume as thev could, addet to limes 
■ vittnents would hate ihc elicct of causing prices to rise instead 
'pro,Inciion to increase. I his .lescl ibes, but does nor explain, the 

ioiulivion known ;is mllnion. .• ,n,.e. in rlu' llmv 

1 iilicr of iIk- tuiuliiioiis cleserilic'i.l Ikic—. m in^n "-k • 

money }>at iiienis would , ■ ,,t view it tt oiihl consist in 

";:;|::;r;::“t!mnalo;':,t,;lTii'r .. ,>’,...1110.00 resources. 

-vs .i. 

Willi ict'itnl to ;in cm cssivc Ilow > 1 , ,..Ki, h ;\t 

,,rp.c ,s uonl.l consist m and in 

some lalcr time, inigli, .. m niipo ..ml ustn. 1 

... g,"',.'ls'i, «,,iil,l he nccessarv'lor the 

..... I' .I. in mlal aiuotint 

... ''t'it:':’"',.::. In, na,c,..-ss, .0,1,0,- . . . .. i„ 

...^ reasons „ .. 

a|,peat in Inet seclions of this bool,. 


AMERICA S SHARE OF WORLD RESOURCES 
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elation to those of the rest of the world. A detailed discussion 
eferred to succeeding chapters, but some general cf)nsidcrarion 
ably be raised at this point. It should constantly be borne in mind 
imates of resources are surrounded by great uncertainty, not only 
eds and technical methods are constantly changing, l)ut also be¬ 
little actually is known about the physical characteristics, amount, 
m of the world’s natural resources. Estimates of the most compe- 
cs vary widely and are often little better than intelligent guesses, 
efore World War II, the world’s human population was estimated 
igue of Nations at 2,125,000,000, of which about 828,000,000, or 
t, were concentrated in the great monsoon agricultural regions of 
lia, and Burma alone. The second largest concentration, in the 
I and industrial regions of Europe (including European Russia), 
about 25 per cent of the total. The United States possessed about 
D or approximately 6 per cent of the total. Its greatest density of 
occurs in the industrial and mixed industrial and agricultural 
ded in the New England, Middle Atlantic, and East North Cen- 

i the population of the Old World is heavily concentrated in those 
Europe which contain coal and iron, so the population of the 
ites is most dense in those localities which are relatively near to 
sources of these basic industrial raw materials. It would be er- 
conclude, however, that concentrations of population are deter- 
ly by geographical conditions; the location of natural resources 
influence upon population distribution but so also have historical 
iffering reproduction rates, subjective considerations such as love 
nd many other factors. These in turn influence the selection of 
or exploitation. 

Jnited States, with 6 per cent of the world’s population, pos- 
t 14 per cent of the world s total land area (excluding polar re- 
: between 970,000,000 and 980,000,000 acres of arable land, or 
)er cent of the world’s estimated total. We are particularly fortu- 
aly in a high ratio of arable land area to population, but also in 
ter of the soil and climate. American farmers raise all the major 
pt certain tropical products such as tea, coffee, and rubber. Be- 
Jchnological improvements in agriculture and current trends in 
3n rates, it seems very unlikely that the American population will 
land so as to make its food supply inadequate; but even if such a 
hould appear in the distant future, it would still be possible to 
) a considerable extent by curtailing the production of some 
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•ops and substituting others. For example, only a very small portion of the 
■able land suitable for raising wheat, the world’s most productive food 
'op, is used for this purpose. But nearly the whole of America s arable 
nd, as compared to only one-fourth for the entire globe, is suitable for 
'heat raising. 

Any precise quantitative statement concerning America’s share of world 
lineral resources is out of the question. World resources of iron ore have 
een variously placed at amounts between 92,000,000,000 and 440,000,000,- 
00 tons, iron content being uncertain; the world’s reserves of commercially 
xploitable iron ore have been calculated at figures varying from 10,000,- 
00,000 to nearly 66,000,000,000 tons. Except for a recent Russian claim 
v'hich appears to be extravagant, authorities in this field seem to agree, how- 
ver, that the iron resources of the United States are greater than those of 
ny other country. Similar, but not completely identical, conclusions may 
le stated concerning coal, copper, petroleum-all, with iron, of first impor- 
ance in an advanced industrial civilization-and most of the twenty-five or 
hirty other minerals which are Important for special industrial purposes. 
vJickel, tin, and manganese are notable exceptions. The United States pos- 
;esscs almost no nickel or tin; nickel is imported from Canada, tin from the 
\/Ialay Peninsula and from Bolivia. American manganese supplies, mdis- 
aensable to most steel manufacture, are so limited that the United States is 
dependent upon imports from Russia, the African Gold Coast, Brazil, and 
Cuba, with India as a possible alternative source. In general, it may be said 
that the United States is much more favorably situated with respect to mm- 
oral resources thau most other nations, but that it depen* upon the outs.de 
world for a few strategic minei'als of great mdustr.al and militaiy im- 

’’'’"rhe accumulation of large quantities of capital and the yvelopment 
„f an intricate and highly productive technology are not possible .n every 
region. I .in.itations of climate, soil fertility, natural resources_a..d loc non 
relative to n.arl.cts may make the struggle for existence too d.ffieu t to leave 
a sufficient surplt.s of time and htnnan energy for other 

conditions the arts are primitive and liv.ng g, 

r also America's situation has been unus.ially favorable in that 
g-^very amNevelopinent of its wealth of .esotnees eante at a tune of ,n- 

. ..see,, an instance of .arrcstcl .Icvclnpincn.; b affi.nlc, ty';”;: 

.I...,. I New York, !’• 
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fexment conducive to great technical achievement. American 
of living are probably in no small measure attributable to a unicpic 
!on of circumstances which enabled its peoples to achieve and 
evels of living not elsewhere possible. An opportunity^ existed, not 
lise living standards and to keep them at a high level, Init at the 
to utilize currently a considerable portion of the supply of exist- 
ces for an unprecedented expansion of the nation’s stock of capital. 


mON OF INDUSTRY 


tries may be said to be land-oriented, labor-oriented, or market- 
v^hen their location is determined prhiiarily liy sources of raw 
.r of power, by supplies of laiior, or by markets respectively. An 
ill tend to be located with reference to materials, labor, or markers 
• total final cost of its product, due to processing and transport, 
mimized. The mineral industries are, of course, land-oriented.' 
cultural activities are land-oriented, while others are market- 
.otton can be produced economically in the Gulf states, partly^ 
favorable soil and climate, and partly because the costs of trans- 
ind deterioration in transit are a very small proportion of the 
' cotton textiles and other products. The production of cheese 
IS concentrated in Minnesota, loxva, and Wisconsin, far from the 
the East but near the sources of feed crops, because these com- 
n be shipped at relatively low cost and yvithout great risk of 
ilk-producing and truck gardening, on the other hand are 
nted because their products are bulky, perishable, and conse- 

ensive to ship; each large city tends to be surrounded by its own 
ad system of truck farms. 

Zthn TrTf especially in 

(although Cahforn.a is growing rapidly as a producer of some 

men s wear) because success in this industry depends to a con 

ht by the whims of fashion. The greater stability of men’s 
« a greater decentralization of the production of men’s cloth 

TuLbr' ? "" 'he need for cheap water 

uitaMe c imate made cotton textiles land-oriented, and^caused 

m7t tT^ “yen^ted in New England. The development 
g ex 1 e workers in the Northeastern states led the cotton 
-weaving industries to remain in these areas even after techl' 
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al chanoes had reduced their dependence upon water power, and had in- 
reased the relative importance of labor supplies. But recent technological 
hanges in textile manufacture have reduced the need for skilled ^^olkers, 
specially in the production of lower-grade cotton goods. This has been fol- 
owed by an extensive migration of cotton manufacturing to the southein 
hedmont-especially to North and South Carohna-m search of cheap 
abor. The industry continues to be labor-oriented, but the criterion has 

lecome the cheapness of labor rather than its skill. 

An industry may be land-oriented with respect to more than one raw 
naterial. Such an industry will tend to be concentrated at the location tvhere 
:he total costs of bringing its raw materials together, and of distributing 
the final product in its markets, will be lowest. It is cheaper to bring t e 
iron ores of Minnesota to the coal fields of Pennsylvania for the manufacture 
of iron and steel than it would be to transport both the coal and the iron 
to some intermediate point, or to transport coal to Minnesota. On the other 
hand, finished products using steel as a raw material tend to be market- 
oriented since there is little or no reduction in total transport costs to be 
obtained from locating near the steel mills of Pennsylvania. The manufac¬ 
ture of agricultural machinery tends to be decentralized in the agricultuial 
areas of the United States, partly because the total weight of the bulky fin- 
islied product of this industry is approximately equal to the weigit o t e 
steel which goes into it. Bulkiness increases transport costs; it is theiefore 
less expensive to ship the steel used to manufacture agricultural machineiy 
to distant points than it would be to ship the finished product. 

The importance of transport costs to the location of industries imp i 
that location depends not only on geographical characteristics but also upon 
the peculiarities of the freight-rate .structure. It ,s not possib e to tie, ^ 
freig^ht rates in any detail within the limits of this discussion, but one oi 
two examples may serve to illustrate the problem. A policy ^^^ab ishing 
nearly equal freight rates from New ifngland and New York to points wes 
enables New Kngland industries to compere with the 
trea in sections from which they might otherwise be excluded; such , 
Pey reduces any tendency for New Kngland industries -- 
other districts. Again, where lower rates per mile are charged on long hauls 
‘dative to short hauls, the granting of so-called in-trans.t privileges, u 
which the sum of the rates to and from an interinediate point is niade equ 
to the total long-haul rate between origin and destination may a( ect the 

location of processing industries, ri.e granting of a 

nur” as it is called, penults the continued existence of 
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establishments at points between the wheat-raising areas and the 
for flour. Otherwise such estal)hshmcnts would be unable to com- 
1 mills located at consuming centers or in agricultural areas. 


ENT TO WHICH RESOURCES ARE USED 

ng World War 11 and the period of extreme economic activity 
ely following it, productive resources were employed on a greater 
1 ever before in our history. In terms of man power alone, the 
lore than sixty million people engaged in civilian occupations dur- 
and 1948, is the largest number so employed in the history of this 
In view of the unprecedented volume of emploN-menr, the use in 
ds of production of second-rate physical resources, the strains im- 
many of our serviee facilities such as those of transportation and 
lation-in view of all these symptoms, the immediate postwar 
ly, in the light of history, appear to be one in which productix e 
were overemployed.” Some of the circumstances yit ina rise to 
on are treated in other parts of this book. For our inimcdiatc pur- 
^ever, the important fact is that the degree of resource utilisation 
=twar period is far from typical. There is strong evidence that, 
t our history (and even in times of prosperit^O, productive re- 
ve commonly been less than fully utilized. To test the extent to 
ductive resources are used, therefore, it is necessary that we dra\v 
more nearly typical experience of a period preceding World 

been shown in this chapter that the utilization of resources is af- 
the widely ramifying market, by the prevailing technology and 
s and social institutions. An examination of the extent to*" which 
ire used must proceed, therefore, from some fairly complicated 
a y oversimplified) assumptions concerning these relate^d con- 

rookings Institution, in one of the few available studies^ of the 
esource utfiization, attempted to avoid these difficulties by mak¬ 
es for each major industry on the basis of existing tecLiques 
customs of work; these estimates were then scaled doxvn to 
- ly existing seasonal variations, unavoidable interruptions such 

G. Nourse and associates, Avterica's Capacity to Produce The R 1 ■ 
Washington, 1934. For an excellent discussion of the H 5 
measures and a critical evalnai-ir.n f u- c t ^ difficulues involved 
luirv " A , evaluation of this book, see Arthur F. Bums “The 

1-ry . . . , s, Jhe 
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IS breakdo\\ns, strikes, lockouts, etc., and idle—presumably obsolescent— 
alants. An attempt was made to establish a measure of “practical capacity 
n accordance with these principles, to obtain statistical measures of practi- 
:al capacity for each industry, and to compare actual output with practical 
rapacity for the period 1925-29 and separately for the latter year. 

The Brookings study concluded that the mining and manufacuiring in¬ 
dustries operated at 83 per cent of practical capacity in 1929, and at aver¬ 
age levels of 83 and 80 per cent respectively in the period 1925-29. Railroad 
rolling stock and tractive power were utilized at approximately 70 per cent 
of capacity. In passing it should be noted that unused railroad transport 
capacity may have been increased by the great current development in 
competitive automotive transportation which took place about this time, if 
so, excess transport capacity can be attributed in part to the difficulty of 
making adjustments to new methods and new desires rather than to any 
inherent flaw in the operation of the market mechanism. The Brookings 
Institution wisely attempted to avoid intricate questions of this sort by its 
definition of practical capacity. But the dependence of the concepts of 
“resource” and “capacity” upon “usefulness,” and hence upon desires and 
upon the price structure itself, makes it difficult, if not impossible, to avoid 
these considerations. 

Similar conclusions were reached concerning agriculture, the chemical 
industries, lumbering, and a numlier of other fields of production. Allowing 
for temporary shortages, occasional stoppages, and accidental breakdowms, 
the authors concluded that 1929 output could have been increased by 
slightly less than 20 per cent of actual output. Finally, available supplies of 
labor were examined in order to determine whether or not there xvas suf¬ 
ficient man power to operate existing plants at the level of output believed 
possible. The conclusion was reached that labor supplies xvould have been 
ade(]uate, but that many shifts between individual industries would have 
been necessary and more than a million workers would have had to be 


transferred lietwcen major industrial groups. 

No attempt was made to study the effect of shifts in demand to e 
expected with increased income, such as an enhanced desire for better 
housing, highcr-(]uality foods, and luxury goods. Nor was any estimate 
made of the reduction in output that would almo.st certainly accompany 
the transfer of workers-especially of large numbers of highly skilled tech- 
uical experrs-from the organization and continuous supervision of output 
actually produced to the task of making the adjustments necessary to m- 
crca.se output. 'I'he first of these difficulties was briefly considered in the 
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but It IS doubtful whether either can be adequately dealt with in 
ent state of knowledge. These limitations constitute no reflection 
mitted competence of the experts who have pioneered in this dif- 
mtory, but they have an important bearing on whether or not a 
ably increased output could have been attained in practice. On 
o American experience during our participation in World War I, 
ors o the Brookings study concluded that an expansion of output 
15 per cent-instead of nearly 20 per cent-is diflicult in the ex- 
:sp.te the encouraging effect of rapidly rising prices, the strength 
me social pressures, and the powerful inducement provided ly 

P^duction 

I Wa^i by “emergency” experience 

I War 11 The actual increase is shown by comparing the value of 

duction in the United States in 194. (a ye.r in whifh the vlme 

the year of peak wartime production). Even after adjusting the 
>s to eliminate the effect of the rise in price level between fhese 
., the value iff gross production of 1944 exceeded that of 194, by 

iHl Zn d “P-™" of output during 

r II than during the earlier one was made possible, in part by 

tat our participation in World War II was longer than in World 

owing more time for organizing and directing production The« 

a larger proportional increase in the labor Lee during WoL 

lannin superior, and more compre- 

g o production by the government and by industrial con 
greater increase in World War II is even moreLtrik W if I is' 
hat about twice as large a proportion of the population was en 
he armed forces during World War II. ^ 

L thrl'’™‘‘'!“°" World Wars has led many people 

at the anomaly, in relation to economic efficiency, preseLL L 

" -odified-buLot Lo^ed! 

.veremploym'eroVsoLe prorc^veTcto" “'y 

1 3nd by much waste. BecLe of L d ^ 

natural resources (which will be treateLn T 

™ng methods of production, have continue^for 
tive pace of 1944. War continue. 1, for many years 

944 continues, however, to provide an ironic 

and associates, op. cit., p. 418. 
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iemonstration tliat our productive system is capable of providing us yith a 
ar^er volume of snoods and services than it normallv does. 

A second interwar srud\’ of capacity ^ concludes that 19-9 income could 
lave Ireen raised by nearly 50 per cent. It is far less cautious than the Btook- 
niTs srud\', and in some important estimates it assumes that marked techno- 
ogical improvements can be discovered, and that superior existing techniques 
ran be extended generally throughout an industry, regardless of conditions in 
the industry. For example, in examining the possibilities of expanding milk 
production, it assumes that average production per milk cow can be raised 
by 31 per cent, i.e., to the existing average level per cow r/i herds of fifty 
coii-s. It seems likely that a condition necessary to bring this about would 
be the concentration of cows in larger herds and the elimination of a multi¬ 
tude of small producers supplying individual families and small local markets. 
These users would then have to do without inilk or solve the difficult trans¬ 
port and distribution problems raised by centralized production, decentral¬ 
ized consumption, and the bulk and perishability of fresh milk. In addition 
to several limitations of its own, those which apply to the Brookings study 
appear to apply with even greater force to this report. 

Neither study attempts to explain bow output could be raised to its 
estimate of “capacity.” It appears, indeed, that an adequate answer to this 
(iLiestion wouli! have to deal with and perhaps solve all or nearly all of the 
problems which harass society, such as labor disputes, conflicts of interest 
problems of education, inequality of income distribution, optimum rate 0 
saving, effects of technological change, and methods of reconciling op¬ 
posing political views. 


RESOURCES AND STABILITY 

Ml ciTorts m insure stal.ility in the operation of out economic system 
must t;il<e account of the patterns of resource availability and resource use. 
If we exhaust vital resources and I.ec.uiie dependent upon foreign stipphes, 
we increase the possibility that foreign disturbanees-wars, revolutions, nat¬ 
ural thsasters, and the lilte-inay alfect our economy through violent and 
sudden changes in supplies and prices of imporlanr commodities. On tte 
other hanil, if we follow a hlinil policy of economic nationalism and c i - 
Pnue using uneconoiuic domestic resources while setting out - 

tign supplies ihrough tarilTs and other restrictive devices, we also eitdai g 

1 «,•„»« »» t/jc smvey «f I'Mid New York City 

IIodsiiiK Aiitlioriiy itml l':mcrKcncy Uclicf lUiiciui, New York. 19.15- 
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ic stability. For if foreign countries cannot sell us those products 
ley produce most advantageously, they cannot buy from us, except 
inance them through loans and gifts. Since a flourishing foreign 
a most important requisite for continued economic health, we must 
ired to depend upon the rest of the world for a substantial part 
raw materials which can most advantageously be obtained abroad, 
he unhappy and troubled international political atmosphere which 
wed the ending of World War II, those who plan for this coun- 
ense and safety have had to take into account our possible future 
many vital products, particularly metals and petroleum. Stable and 
uction by our economic apparatus would be impossible if a future 
id us cut off from essential raw materials whose domestic produc- 
adequate, and without adequate stockpiles of these essentials. In the 
igainst Germany, Italy, and Japan, the United States would have 
ously crippled if we had not had available relatively large stocks 
r, tin, and similar products obtained mainly from abroad. The pro- 
adequate stockpiles of such necessities against any future unwel- 
itingencies is a responsibility which has been undertaken by the 
overnment in the present postu^ar period. 

a variety of reasons, therefore, our government’s concern with 
use has grown over the past decades. When stability of prices was 
the 1930 s, government action focused upon production controls 
ified by state restrictions upon petroleum output in a number of 

in^ffthe NR sanctioning of co-operative action by sell- 

g the NRA period. During the war, many of our most important 
were under strict allocation control to insure that they wLld be 
d m a manner most beneficial to the military effort. In no way 
by the dramatic mtroduction of rationing, priorities, and alloca^ 
his more strikingly demonstrated than by the government’s 
u of almost complete control over capital investment during the 
greatest volume of new investment going to expand war itdus- 
the war s close the government has become increasingly con- 
th the possibility of exhaustion or inadequate production of vital 
als needed by the economy during bothVeace'^and warAs a re 
lean corporations and individuals seekino- to tan fnr.’ 

Key be oil in Saudi Arabia, uraniu Jo :"i 

South America ha™ had the svmoathv ^ ^ ^ " 

ted States government ^ ^ 
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■|^ • irri . ill . ; i'-n ''i i\ i'Ui'LC''; ( ',) the Lienci’Lil position ('t Amci- 

•i ili" e the reer nf tlie worlJ; (4) the way in' 

I: i\ ' ii:’-: .i'ol tile ni.irl.et inthiene'e the penpraphicnl location of 

■ jniie iiiL-: ' tile e'.teni ti 1 which we utili/e the resniirces we have; 

;-i,i I f', I li'C ''t I esi It Hi, e s allcti' eennuniic stahilitx. cspceiallx m 

,iii' I Miiiiiici'c lal ,111(1 piihin,.il |■^.l.!nlln^ wiih nther nations. Sonic ot those 
nl.;u.i-. are tre.iteai in nie.Uer ilei.nl in the eh.ipteis that lollow. 




;R THREE 


Our human 


resources 


PRODUCERS AND CONSUMERS 


le are both the means and the end of all economic activity. Goods 
ced and are offered for sale in the market only because some people 
le labor and the capital necessary to produce and market the goods, 
nd of the economic process is not reached until the flow of goods 
:es entering the market is used to satisfy the wants of people as 


regard to the economic community as a whole, there are close 
g- relationships between people’s activities as producers and their 
IS consumers. In the first place, the effectiveness with which labor 
1 are applied to production determines the quantity and quality of 
iduced, and consequently determines how people as consumers 
The way in which the proceeds of production are distributed 
; people also is a determining influence. For example, if produc- 
reased, but one group of people reaps all the benefit of the in- 
Follows that some people (perhaps a large number) do not con- 
more or any better goods and services than they did before. 

J second place, each person’s material level of living greatly in- 
le effectiveness with which that person will apply labor and capi- 
luction. This relationship is a subtle one and so deserves careful 
on. It IS not limited merely to the fact that a well-fed man can 
ler and better than a poorly-fed one, or that a person with an 
p enoug to enable him to live in comfort, and at the same time 
ate capital, will provide more capital than one whose income is 
lent to meet his most pressing needs. These are obvious short- 
onships. An important long-time relationship is that successive 
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’‘cncritK'tn^ oj pc''i|''!i,. '.‘.I'id cxpci'ioncc ri-hirix'cK’ liijih srandnids of 
vi'.c 'tipurjcir < ij>p"rnniirixs. thnuiijh 1 i.ickpriuind :ind rraining, ro become 
1,1'! j L ii (.crj e I'l 'U'M' ip ioi^ in pi'iiducrinn. I he mure \\ idespvcaLl among the 
;;i_n;l)Lr' “I a i"niiininn\’ such rclarnch, high standards »>! heing become, 
lie 'ji'Liur is the p'luniial productive capacitv ol tlie community. 

\ jii, I'l.ng ‘siandai'il ot living' is ihe level ot material existence to 
■. liiiii lie has bcLonie accustomed and v\ Ini h he ilesires to maintain. The 
p i!i_' lo rnainiain an achieved st.md.ird ol living sometimes is expicssed 
liiroii'jh a liiiiitaiion of the number ot children in lamilies. In primitive so- 
I ictus standards of livini: tettd to be somewhat stationarv in the sense that 
people sliov. htile ambition (and also have little opportuniiv) to raise their 
st.mdards above those which are cusiomarv. iUit in so-called progressive so¬ 
cieties (wbuh me.ins essentlallv societies in which productive capacity is 
iiure.isinL' m rel.ition to the si/e of the population) people tisuallv trv not 
onlv to mami.nn the living si.indar.K they have attained, but also to raise 


I hem St ill liiglicr. 

Ibis liricf discussion has (cinsidered only the broad wavs in wlheti 
c,,,„d irds of hv imj adei i the prodiii live al>iliiies of people. 1 here are other 
ononiic a'p.cis which are ai le.isi cpi.il in imporiance. ('learlv there 
I, nothing m.u< important ili.m oppoitumiies lo enjov ihe "Inllness ot life 
u|,„h r/so -oc .iilv inllucn.ed Iw pin si. a! health and intellectual vigor-as 
V.cll as bv maieri.il si.iml.ii.is ..f living. An.l, even in tlie piirelv economic 
iispe. t. wliidi are .'onsi.lerci lu re, .listin. tions .d a .pialiialive kinil must 
,„nsiantlv l.e .Irawn. I hns, to use an extreme exatnple, a pers.m with an 
maintain a high stan.lar.i of living is free (il he wishes) 
,o spend Ins time an.l his tiionev n, .lebanchery, and to neglect the care and 
tramiiM. of Ins . hil.lren in sn. h wise that thev als.. gniw into useless metn- 
l,ers of the . .mimiinitv. Moral in.Ignients asi.le, sn. h a case illustrates how 
,,„ssessi..n of the means t.. a high stan.lar.i ..f living d.-es not ttecessarily ot 
always assure a mote efiedive parlit ipation in pro.lnctioii. 


THE MALTHUSIAN DOCTRINE 

I he s.gnilicatn (■ kii.l upon the .,n,.ntitv and the .|nality of the population 
difleis in dillerent nines an.l |.la( es. I hns the otiicial view of popn .timn in 
Na/i (hrtiianv, which trie.l to distinguish between those w to we.e am 
those who were not tnettibers of a ••master race." was regarded 
outside observers as a sentimental invention to l.olster a progtain o P" ' ' 

,|,|,,»n,li/n,KM.. 11... .1..- . I..-'!. «.""i; ‘- "t ; 7 ;. 
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y on the Frmciple of Population, which appeared first in England 
id of the eighteenth century. It offers a systematic explanation of 
lomic lelationships between population and other productive re- 
and has exerted an influence on people’s thinking which has been 
by only a few other works in modern times. 

thus central theme is that a finite earth cannot support unlimited 
of any form of life, animal or vegetable. It follows, therefore, that 
if the population of the earth is at all times strictly limited by the 
)f foodstuffs that the earth can be made to yield. But Malthus saw 
: a natural impulse to procreate which, if unchecked, would cause 
lation always to tend to exceed the number that could be kept alive 
iturally limited supplies of food. He recognized that the more in- 
iltivation of the soil, resulting from larger numbers on a given land 
id lead toward a larger total production of food. But he argued that 
nt produced per capita would necessarily be smaller. Malthus ex- 
ae relation with the formula that population tends to increase in 
. progression (e.g., 2, 4, 8, 16, 32, . . .) whereas the food supply 
ncrease only m arithmetic progression (e.g., 2, 4, 6, 8, 10, . . .). 

IS view the growth of population, if not checked by what he 
oral restraint,” would inevitably be checked either by “misery” 

or by “vice” (limitation of 

through deliberate interference with the course of nature) 
stematic discussion of Malthus' theory is unnecessary heri In 

M thaTthe d T ^Perficial criticism, it may 

has occurred in the rate of population 
obably IS due, in part, to what Malthus called “vice ” And to 
redit as a prophet of social trends is his remarkable argumenfthat 
highly industrialized nations would become most densely noou 

rteriairandTf T”' “ f°od 

heir effoits to '' o^ch 

efforts to gam control of these outside sources for them- 

eory as limited as Malthus’ can take account today of the I 
g the number of the people, the extent of the v ^ 

their industrial arts or technology and their le 
hus underrated the effect uuon the’ f a 1 ^™ hving. Cer- 

'hnology. In recent times, except under ireL"^ 
r, food production has kept pace with the tremendn 
opulation. But the ghost of Malthus is not yet laid thit “"“I'® 
t tncreased even more rapidly may be duetto t:e check S' 
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i iu'i.'ii'. i'i j>i ;'‘.il.uiiiii in rcccnr x cars rcc.ist rhc problem 
r .im! i,:',A ni'.r.ni i'lKir .itmmun lownrd learning- mm'c abtiut the 
,h .;n>i iih', vx..:! riunis ailcctniL; ibe prowrli of population. 1 hey 

i 


u til'-c 


I\u- N'lbat faeim's all'eet the i|ualir\- ot rhc population. 


WHAT REMAINS OF THE OVERPOPULATION PROBLEM? 

\ 1, 1 1[ 1Hi\ (!i i( t l ine IS a I hc'f ir\' (i| \\ callh—iu' u'c exact l_\ , ot po\ ci t\ . Theic 
Ij-i _ u iiiiK v. been iilcsjire.ul piocrtC' m the L nitei.! bt.iicA ani.1 othi-i \\ esc- 
u ii n.uni no-.. I licvL c as(,s, b-onn er, do m.t sccin to be explained b\- Malrhus. 

1 lic\ appear, in-.tea.l, tu be due to some of the \er\ clianpes in technipucs 
,,t |,iodii< lion vdmb made possible the unprecedented doubling of the 
■ p.ipiil.uion belueen iS.m, and llie present. 1 bese changes so at- 

t^, ud the eeonoiiiic stiautiire ot s>niet\ .is to make it siibieet to extieme 
f iliation, in outpiii. Iletue it apjie.irs trom time to time that theie ate 
,H'edmp too,!, shelter, and eloibmg than our ingenmtv and ef- 
, ,,n pronde lor. ^ et the exisletue, at these times, of large stocks ol 
„ I,, „ and the like, m.i salable in the market at a prolit, 

, 1 ,,,. n-.t Mii'pea ihai the trouble is that the population is overtaking lood 

* * ihai the m.irkei meehanisiu bv means (d which the 

,.,,p.i. ot go.iib IS rnmlated tails ,o rele.ise all the productive energies 
,hai v.e have. In (.iilui perii.ds in en.nomie hisiorv (and today m suet 
In.ha ami ( himi, where overpopulation is a lasting problem) 

..plead povei.v and want almost always were due to a shortage of pro- 

.hHtioii Ihis. Ml turn, was us.iallv the result of some ealauiitv, such as a 

l.nhiieor a w ar. In the hiid.lv org.ini/ed market economies ot today, 

|„.l, .-ale e,..r,.-mie privati--n .-lien is due to a superabundant production 
,,/M kiiion to market d< uiamls lor the goo.ls produced. In such a ease. 

„ , ,1,^^ pM..hi. tion bills oft, ami emploMiieiil ol labor and other pio- 

.1,,. tivi lesoiiK -s .le. hiKs. I'liyatioii (..ntimies, not until the next gom 

M.,p but lunilnee-le-r a.linstiiieins" of the market have oeeiirred. 

,, .,1 soe.ets IS to raise siamkirds ot living by modilying the 

,,|iMh p..„i.i.ilv limit siieh s.,indards, the task set for the student 

u| population IS t lear. bu, ditiieiilt. He must eonsnlei. Ills., an '•''‘ '‘’'W 

1 ,.Md natural resoiirees, seeomi, .be existing state ot the jn.i- 

.,d.h.rd,.he marke. 
ukiKil. } le inn''t 'ben ask bmisell, in tbe 


regii 


ol ibese data, w bat paitivu- 

1 H\ I t .. 

i,„ ... v., M ».t".. '''"’r '''■''trh.'i 




OUR HUMAN RESOURCES 59 

ley try to determine (given their industrial equipment and organi- 
-he size of the working force which will most economically convert 
materials into salable commodities, 
the student of population, as for the businessman, there must be some 
less accurately determinable optimum working force. A country 
ipulation is inadequate to exploit its resources is, in this sense, under- 
d. If a smaller population would give a nation higher living stand- 
t nation is overpopulated. Yet we should not forget that such a 
t IS always conditional upon existing circumstances. China with its 
agricultural methods, scanty industry and poor communications 
overpopulated. Suppose that China were to become industrialized 
jriculture modernized; in such case an entirely different judgment 
come appropriate. 


\S WORKERS 

ir references to population as a working force we have, up to now, 
at there is some fixed relation between the number of people in a 
d the number of its able and willing workers. In considering in- 
ecreases in the population we have assumed: (i) that the qualitv 
pulation always means the same thing, a certain stable proportion 
ed, semisWled, and skilled workers, of farmers, of professional 
0 at there is a constant relative distribution of this working 
ng industries and over the nation’s different urban'and rural areas 
anges in the speed and the intensity of labor occur in response to 
ical developments, but not otherwise; (4) that there are un- 

1^ w"'h"' beginning employment and older 

-iLTo ‘‘“'“I!' 1 “ quantitative relations 

-ion to land, technology, and market organization are reached 

on in the quality of population will occur to disrupt it 
omplicating but challenging fact is that the quality of population 
f m a modern, highly industrialized nation, is Txceedinglv un 
ers of concentration of population shift from decade to d^ H 
nd apeec of work fluctuate with good times and bafl-and a so 
Xtent of union organization; the distribution of workers amoncr 
s assumes new patterns. This last occurs not onlv in 7 ^ 



60 


OUR ECONOMiC RESOURCES 

One consequence of nil this is that anv generalized conclusion must be 
carcfullv limited. Sucit a conclusion can be valid, if at all, only avhen made 
w ith icfercncc to rite people of a particular area for a designated period. 
Furthci'. it must be rccofTnized that at least for limited areas, of w hich our 
ow n eastern cotton belt is one, the existing relation of population to resources 
mav t>c such that no adjustment short of mass migrations from such areas 
to rcfiions of more abundant resources can contribute to improvements in 
living standards. 


OUR POPULATION GROWTH 

As world population more than doubled during the last century and a 
half, that part of it located in the United Stares rose with unprecedented 
rapidity from just short of four million at the rime of Washington’s first 
inauguration to about one hundred and forty-five million today. \ et out 
increase has not liccn a steady one. In spire of the continued presence of 
many factors favoralilc to population growth, the percentage rate of in¬ 
crease in this country has shown an irregular but considerable decline 
throughout the whole period for which we have records. (1 his percentage 
rate of increase includes the excess of births over deatlis and net immigra¬ 
tion.) Thus, while the increase in the decade 1790-1800 amounted to 35 
per cent of the .790 population, the percentage rate of decennial increase 
fell during the first half of the nineteenth century. After a revival durmg 
the fifties and sixties, it stood at 26 per cent for the seventies, and then de¬ 
clined fairly steadily to a low level of .5 per cent for the ten years follow¬ 
ing World War I. Census figures for 1940 show' the decennial increase or 
tiie thirties to have been slightly more than 7 per cent. Concealed in tus 
last figure was a definite upturn after .933. ptcsumably 
economic conditions. A sharp increase came with the onset of Wor d V\ a. 11 . 
These rises in the rate of population growth may prove to be only tempo¬ 
rary, bur they emphasi/,e the importance, if we wish to predict iitu.e popu¬ 
lation, of taking account of underlying causes rather than simply extending 

current rates of change. 

Kch.ai u, lliis iltcclcrnti<in iif po|Mihri..n gn.wtli h.is .ccn i R-l 

pernnee ..f .I.C frontier ,r.ul rhe .Iwi.ulling '>f 'qy'I’P'.'' "f P'’’""‘iT; 
l,nc<l bn,l. l.nrKc- nrens ..f s„d, lan.l, easily available for use, l.a.l, n lail.c. 
times, bcekune.l t.. the iniinii;rant aiul pr.ivijctl all e-umers evil t t 
a„.l-f,.r efTeerive pr.„lue,iun-.l.e necessity, nf mamtauung larg htmte. 
rite slowing .lown of population growth has acconipaiuetl, oo, 

„,ent of tnan.tfactttring at,el service inelttstries and thetr c.tneentialtun 



OUR HUMAN RESOURCES 


lere the exigencies of living from pay check to pay check, often in 
I quarters, have discouraged parents from rearing many offspring, 
line has occurred during the period of that emancipation of women 
insists largely in their entering paid employment, submitting to the 
of factory and office, and having in consequence few children. 
:ently it has been influenced also by restrictions on immigration into 
itry, restrictions which admit only a few people from the very coun- 
contributed most to our population growth in former years. There 
^ people who now desire to take up residence in this country, but 
lonal policy on postwar immigration is clarified it would be reck- 

ggcst what effect immigration may have upon the prospective rate 
h of our population. 


>ugh the whole period during which all these changes have oc- 
le practice of planning-that is, limiting-family size has developed 
idoubtedly the changes that were mentioned have encouraged the 
Yet It may be assumed with equal certainty that considerations 
n purely economic ones have contributed to the limitation of 


iPONENTS OF POPULATION CHANGE 

Iistory of our population growth is a record mainly of four fac- 

r/hor'?" ---n W 

mde r 7" knowledge of birth control; 3 

ttitudes toward parenthood; and (4) our changing views regard 

bLt 7 t changes 7 on; 

:’s ™r' """ 

. or emigration are added to tS ^rsurJ:^^ 

-e and des-a^t” Thf “ 

“thXre f:?.L':”Cc°h:i: ^^^“7 le::!: 

tly this long-time downward'tre'nT ^fertility “7 8 
'Ximately 1,34^ children under 5 for eve7i 7 
tatio continued to faU thereafter to . osX s 

4 .940 . . . Actually the drop in fertility is 
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o;reater than these figures indicate, for during the period there has been a 
decrease of over 8o per cent in infant and child mortality . . ^ 

Because different populations contain differing percentages of potential 
parents, the crude birth rate described above is not the most satisfactory 
way of measuring fertility. Suppose, for instance, we wish to estimate the 
probable future trend of population in the United States. To do this, it is 
sufficient to consider the number of potential mothers (or fathers) alive 
today, and then to ask ourselves whether this group of mothers (or fathers) 
is fully reproducing itself from one generation to the next. The calculation 
can be carried out, and leads to the same result, for either sex; it is usual, 
however, to study mothers and their daughters rather than fathers and 
their sons. 

Reproduction rates. The potential mothers in the United States today 
are concentrated in the age group fifteen to forty-nine, inclusive. Uet us 
take the number of girl babies liorn this year to mothers aged fifteen, per 
thousand women (married or not) of that age; let us add to this the num¬ 
ber born per thousand w'omen age sixteen; and so on, through age foity- 
nine. I he total gives us the number of girl babies born to each thousand 
women passing through the ages of potential motherhood, and is know-n 
as the grtAW reprotlucbon rate for the population measured. Obviously, if 
the number born is at least a thousand, then women currently of child¬ 
bearing age arc approximately reproducing themselves, and the number o 
such women a generation hence will not be much smaller than it is today. 
Or, put otherwise, every thousand girls reaching the age of fifteen this year 
can be expected to have, collectively, at least a thousand female children 

before they reach the age of fifty. 

I he word “approximately” was used just now because we have yet to 
take female mortality into account. Imr if the gross reproduction rate is 
r.nly jmt one thousand, then the potential mothers are not m fact reproduc¬ 
ing themselves. There is no margin to spare for the small number of g.id 
babies who will inevitably die before reaching the age of potential mothci- 
hood and for those who will die during the childbeai ing ages, (consequent) 
n gross reproduction rate somewhat in excess of a thousand ts nece.ssary foi 

a uiveii population to reproduce itself. , . , • i 

These ideas are combined in the vet reproduction rate, w itch is de¬ 
rived from the gross reproduction rate by making allowance for tie act la 
lc« .Ikh, ,o„ cent „f the dnkltcn .. tnday will Mirv.vc dnUlhond, 

adolescence, and the childbearing years. 

, Wane S. ..«... an,I l>. K. VVI,c.||.n.n. d Volmtmm 'if 

, .. . M-ninn^il Resources PlanninK Ih'iU'd, VViishington, 1943. U 4 
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ss and net reproduction rates for tlie Ufiited Stares arc siiow n in 
Where, as with the rates for the uihan population in and 

^935-4*^’ tates arc less tlian (uic tliousand, no conccivahle ini- 


GROSS AND NET REPRODUCTION RATES, 
UNITED STATES, 7 905-1940 


(per fhousand of population) 



1905-10 

Total United States 

7,793 

Urban 

7,298 

Rural nonfarm 

7,956 

Rural farm 

2,663 

Total United States 

7,336 

Urban 

937 

Rural nonfarm 

1,499 

Rural farm 

2,022 


7930-35 

1935-40 

1942-47 

ss Annual 

Reproduction Rate 


7,108 

1,101 

7,402 

839 

815 

1,177 

1,296 

1,294 

1,586 

1,844 

1,878 

2,029 

Annual Reproduction Rate 


984 

978 

1,292 

747 

726 

7,085 

1,150 

1,150 

7,465 

1,632 

1,661 

7,859 


t in mortality would enable the group to reproduce itself fulh'; 
le birth rate would also be needed. For the United States as'a 
i935-40ythe gross rate exceeded, bur the net rate fell short of 
md; during those years the nation Mas not fulK- rcproducimr its 
1, but an improvement in mortality m ould have enabled it to do 
1940 a sharp rise m birth rate occurred, and durino- 194-4- the 
of the Untted States t, as once again n.ntc than tcprodncii,,. itself 
se moitahty has decimed, the margin hetsv cen gn.ss and net re¬ 
bates has narrowed greatly since ,9„5-,o. Bv far the wove im- 

rt“hTre“‘’r I'otretcr.'the dccl.nc in fer- 

nh rates. For instance, the great differences shot™ in the tabic 

than and rural rates are due to the much larger number of chib 
P r thousand women in the country than in the unvns 
duction rates were introduced into this discussion as a means of 

folWs Th°e” P“‘-P“- l>e il- 

ollows. The net reproduction rate for the rural farm ponul, 

2-47 was 1,859 per thousand (Table 1). This meins rh,r^ ’f / 

«ion alone is considered, it can be e.tpeLd to lit;,;2,' ,[ ’! 

59 to 1,000 each generation, i.e., to increase at the me of abo 

t mZ fZVT" P“P“'^’'™" "-m iZ 

. S o 1,000 each generation, or between 8 and 9 pet 
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ent eveiy thim’ years. Of course some of the rural farm (and also the rural 
onfarrn) popuiation m H! migrate to the cities. In any case we are most in- 
:restcd in the United States as a whole. During 1 94^-47 the net reproduc- 
lon rate for the entire nation was yzgi per thousand. Thus the most recent 
iata suefTcsr an increase in population of about 29 per cent each generation, 
fct as re'centlv as 1935-40 the net reproduction rate for the United States as 
whole was only 978 per thousand, i.e., the population showed a tendency 
0 decline in a ratio of 978 to 1,000, or about 2 per cent, every thirty years, 
t is obvious that the outlook is very uncertain. The maintenance or in- 
•rease of the population of the United States, if we leave immigration and 
^migration out of account, depends upon whether birth rates remain at their 
mccnt high level or decline once more to the relatively low level of the 

1 

'^^°Evcn if our net reproduction rate should again fall below unity, as it 
did in the ipjo’s, our population will go on increasing for severa deca es 
because, like any population which has been growing rapidly m rhe rec , 
past, it contains a relatively high proportion of young people. What 
figures just <|untcd mean is that, so long as fertility is high ciioug i aiu moi 
taiy low entitigh for the net reproduction rate to be lugger than one, tl e 
pop la,ion willtontinue to increase. But if the net repro iiction rate s ouU 
agah fall below one (as it tlid in the 19,0’s) for a prolonged period, tl 
population of the United States would cvent.ially start to decline. O com 
In malting estimates of future poptilatitm of any country, the p ohalile futm 
behavior of fertility (i.e., the birth rate) and mortality (i.e., the death latc) 

have to be taken into cfinsidcration. 

YVtw* in icrulUy. Because of the variety of motives alTecting paren - 

hootl as well as the unevenness with which these motives inllueucc poop e 
dilTerently situate,I economically, geographically, intellectually, V 

birth rateO (an.l therefore reprodtictioi, rates) vary widely 
sectors of the population. We have already noticed the sliaip ^ 

tween urban and rural areas (Table 1). It has been fotind, ''''h ' « 
people have fewer chil.lren, typically, than poor ones; and 1' ' 

b„l schooling are more prolific than those with much. I he ,ons„lucnec 
of these particular variations in fertility is that the task of "'’'"’""’"’8 

notbilig of increasing-, be pop.of ibis ... 

people who are poorest in wealth, prubicuis 

S.!' ,.i ,i..»-i*-1™-”'’ "■ 


in 
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n those areas. This stands in contrast to a deficit of 17 per cent in the 
dth the highest level of living.” 

e^2ds in mortality. The trend in death rates has also been downward, 
ath rate in the United States has declined since before 1900; the only 
prion was caused by the influenza epidemic of 1918. It now stands at 
level than ever before in the country’s history. The average annual 
ate for 1936-40 was ii.o per thousand, compared with 16.5 per thou- 
>r 1900 04. This fall has been made possible by improvements in 
an and advances in medicine which have facilitated control of such 
ic and infectious diseases as smallpox, typhoid, meningitis, and diph- 
^.t the same time there has proceeded a steady reduction in the num- 
deaths per thousand from'the infectious diseases to which young 
1 are especially subject. Unfortunately, success has not been achieved 
ronts. Maternal mortality, reducible in many cases if adequate pre- 
re IS available, still takes a toU of about six mothers in every thousand 

ty cases. The expense of the needed medical attention is a principal 
to improvement here. ^ ^ 


prevent further reductions in 
ral death rate are to be found in the record of mortality from diseases 
leart, cancer, and diabetes. These affect the older members of the 
on most, and their occurrence has risen-spectacularly in the case of 
seases. The significance of the effects of living conditions upon 
. indicated clearly m the growth of heart-disease casualties. The 
adjusting to the mechanical, high-speed, often-interrupted tempo of 

of people This strain is evidenced also by the failure of the rate of 

ZllT despite efforts for accident pre- 

in traffic, in places of work, and in the home. ^ 

these records must not be misinterpreted. As relatively more chil- 

eed in surviving the hazards of their early years, rektively more 

grow to maturity, when of course they become subject to the less 

ble onslaughB of the diseases of old age. As the relative number of 

m ancy declines, the deaths among older-age groups will rise The 

a may be enpres^d in terms of life expectanVat bfrth. In i oo W 

s ?he It T"' years. By 1,40 it had risen to sixty- 

. he greater the improvement already made, the less further im- 

TTx e=<Peeted, If we assume moderately steady ad- 

medical diagnosis and treatment of disease, we may anticTte 
vement in life expectancy at birth to not much more than skty- 



66 OUR ECONOMIC RESOURCES 

eijjht years by the year 2000. tor women—yho, on the average, live longer 
than men—it had almost reached this figure in 1948. 

Ivniii'^ratlon. hr this anaK'sis erf net annual population increase, account 
remains to be taken of immigration. l:aicouragcd activeU in the latter half 
of the nineteenth century by the industrial builders of this nation, and at- 
tractir'c also for other reasons to the peoples of disturbed or unprosperous 
European countries, migration to this country until recent years made sub¬ 
stantial contributions to its population grow tli. The immigrants of that time 
were fertile, hatl a disposition to concentrate in cities, and had also a readi¬ 
ness to accept low -paid emplovment in our grow ing industries. They played 
an important role in both the industrialization and the progressive urbani¬ 
zation of the United States. Unless a highly improbable reversal of opinion 
occurs in this country, (]uota restrictions similar to those adopted by Con¬ 
gress in the tw enties w ill continue to limit such infiuxes. The curtailment of 
immigration, which was reflected in the change from a population gam 
from''this source of over three million in the decade 1900-10 to a gain of 
less than three hundred thousand in 1920-30, indicates that the influence of 
immigration on our population declined sharply. Indeed, in the pciiod 
1931 to 193b alien emigration from these shores exceeded immigration by 

more than dne hundred thousand, betw een 1937 ' 94 '^ 

annual gain of about fortv-three thousand immigrants. With the coming 
of America’s participation in World War II both emigration and immigra¬ 
tion were reduced to a trickle. 

1 low'cver, as wartime restrictions were cased, immigrants began again 
to reach our shores, principally from Ifurope. In .947 ■ 94 « iniiiiignition 

w'as adding almost tw .. hundred thousand persons > early to our population. 
Moreover ihe passage of legislation to facilitate the admission of displaced 
persons apiieared to insure that this movement would continue. 


OUR FUTURE POPULATION 

because of varying birth rates, death rates, and immigratioti, it is ex¬ 
tremely difficult to prophesy the future growth, or decline, of popul.ition. 
In predicting trends in population, assumptions must be made concerning 
fertility, mortality, and inward and outward migration. ^ 

The restrictive policy this country has adopted concerning iminigra- 
,ion suimests that for the immediate future, say for at least the next twenty 
vears our population will not receive a greater addition from tins source 
than existing miotas permit. Indeed, in estimates of future population made 
bv the National Uesoiirces Planning board it is assu.iie.l that (luctuatmg 
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nic and political conditions here and abroad will militate against our 
tig more than two-thirds of allowed quotas. This assumption would 
e an annual immigration of not more than one hundred thousand 
e curve of future population grov th may consequently be said 
:nd almost entirely on what happens to fertility and mortality, 
ireover, m view of the increasing life expectancy that e have won 
last. It seems probable that improvement will continue in this rcoard 
from more complete application of metliotis cmplovcii up to notv ’ 
vame time, much of the success has been limited to lessened mortality' 
the early years of life. Tins suggests tliat tlie task of reducing dcat'h 
older groups will become increasingly difficult. The linal\onsc- 

in terms of the national average death rate n ill probablv l,e some 
reduction, gradually leveling off. 

phecy concerning birth rates can be made with much less certaintv 
more subject to individual control than death rates. Thev conse- 
not on y s ow greater fluctuations oi er time than do death rates 
also can be made to fall more, or rise more, than the latter in ai„: 
od. The accuracy with which population trends can be predic'ted 
country depends primarily, then, on ability to foretell how many 
the average woman of childbearing age u ill produce ' 

s of course depends upon the number of children which couples 
ave, and also upon the extent to which information concernhig 
>trol IS disseminated. Resultant birth rates will be partly determine! 
■ccess m achieving satisfactorji postwar economic!eadjustn.ent and 
ming a measure of economic security. They will be aZted also 
yntmuing trend toward urbanization and other forms of in 
gration and development. International security mav ffect t« 

merZn ^ ™ on't.: sW i ':! 

.puiaZ zzLtpZrtZ:: Tr™^ 

ided by government for the care and upbrinZ"of"ch ld°'' 

I trend in the national birth reversal of the 

P-fe decline of the rate over the^-’r Z ZfhZ ”r 
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land, continued urbanization and the spread of birth-control practices sug¬ 
gest fewer births. 

On the basis of such considerations as these, the National Resources 
Planning Board offers estimates of future population which indicate that 
with assumptions of medium fertility, medium mortalit\, and an annual 
immigration of one hundred thousand persons, the population would rise 
to a plateau of about one hundred and si.\ty-six million during the years 
1990 to 1995; ^ a subsequent slow decline would be probable. 

The proportions of people in the older-age groups will rise during the 
period immediately ahead. This change in age distribution is no new phe¬ 
nomenon; it has come about with lowered birth rates and the lengthening 
of average life c.xpectancy. Benveen 1900 and 1940, for instance, as the 
w hole population increased 73 per cent, that part of it under twenty yeais 
of afjc increased only 34 per cent; the number between twenty and forty- 
five increased 79 per cent; and the number forty-five years and older in¬ 
creased 160 per cent. 

Tlic age distribution we may expect in the future if w'c assume medium 
fertility, medium mortality, immigration as previously indicated, and neglect 
war losses, is show n in 'i'able 2.- 


Toble 2 AGE DISTRIBUTION OF UNITED STATES POPULATION, 
1940 AND PROSPECTIVE FUTURE YEARS 


Year 

1940 

1960 

1980 

2000 


019 

years 

46,170 

48,624 

46,279 

43,379 


Populalion in thousands 
20-64 65 years 


Percentage distribution 
0-19 20-64 65 years 


years 

77,343 

91,117 

100,515 

101,664 


and over 
9,020 
13,614 
18,564 
21,589 


Total 

132,533 

153,355 

165,358 

166,632 


years 

35 

32 

28 

26 


years 

58 

59 
61 
61 


and over 

7 

9 

11 

13 


Total 

100 

100 

100 

100 


It is 10 be noted that tlie nt.mber and the proportion of persons in the eco¬ 
nomically tiiost productive age groups, tiiose lietween ages twenty aiu 
.sixty-five, will be somewhat larger m the luture than they ate now. 

.This estimate does n..r allow for war los.ses, hut the moditie...i..n made necessary 
l,y casualties .luring World War II would he very slight and would not s.gn.hcantly 

"'“Ia;:.:™!. wl.id. . . . .,f i,. vv.,r ^ 

JM 5 . 

.... .........y.0,1,,.. 

,,,..-45 II'. K. of IVH„..» »f , 

iiicrton. 1047). 
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mechanism can be sufficiently improved, this proportional increase 
ictive labor force may lead to higher levels of living than we now 

^ K ^ case, be assumed that the tendencies we have 

bode only ill. Any improvement of living standards, in this regard,' 
upon the efficiency with which we meet the specific problems pre- 
y an aging population and one whose growth is slowing down. 


TION CHANGES AND PRODUCTIVE RESOURCES 

mg the coming decades we may expect to see the relative size of 
ng force increase (defining the working force as the number of 
jmen beuveen say, twenty and sixty-five years of age who 
.kely to seek employment). Our capacity to produce goods and 
accordingly tend to rise also. Only if other factors of produc- 
' a equipment and land-including the properties of the soil nat- 
II I "’«”ials, and productive sites) are not capable’of at 

M development shall we have any reason to anticipate less than 
nate rise in the total output of goods and services. Technological 

’'oT ” ““ conservation andta 

altivation, offer grounds for optimism that the properties of the 

not be a restrmting factor. Similarly, reclamatiL ptl^s have 
priate a redefinition of the concept of the “frontier.” We have 
new frontier settlements in the Tennessee Valiev thp r i u- 
ey and the Southwestern states; similar development of tL'^Mif 
r Valley can stretch the limits of settlement an'd producttn^tm 

respect to the possibility of expansion in the output of natural 

tutal raw materials, the prospect seems somewhat less assuring 
of our remaining coal and oil re<?crvpc f 7 assuring. 

tave a way of varying unpredictably Ln^Tcldl Z 77'“’’ 
ate discovered and new tLhniones „f VT “ 

;m may become critical in some materials if th™ 

lied or if they are nor j ^ ^ ^ exploitation is 

dly follow a pdicy of restrLrn "n 7 

cur future H^g Lndatdrrth "27 "7 

lity of domestically scarce raV mateS 

ipter 6 wm show, the availabilitv of caoit;,! i.= r,. u 

d by the effectiveness of our mTthodrS eeo 

■ysical factors. Economic organization too 7 “" "Samzation 

:he problems with which a growing wo^^We^rri 
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abor sunplv-may present ns. Given adequate land, materials, and capital, 
in increased labn’r supply si iH mean increased output if workers and jobs 
ran be brought together. 

OCCUPATIONAL AND GEOGRAPHIC MOBILITY 

This raises the problem of labor mobility, both among different occupa¬ 
tions and among different geographical areas. As technologA- develops, de¬ 
mands for various tvpes of labor change. Men unable to meet the new re- 
quirements suffer tcchnolugical displace,cut. In a grosemg economy |obs 
arc opening up all the time, as nesv industnes develop and as demand m 
creases vich population. Often, in such an economy, the proportion of 
labor force in a given occupation can be altered tbrough a mere divers,on 
of the stream of new entrants into industry. H tcclmological displacement 
or a stoppage of grosvtb occurs in any one occupation, young people leav¬ 
ing school m college mill look elsemhere. This alone mav suffice to ad, St 
tiGnumber of m.nkcrs to the new rcpiirements. At the very least, tl« 
number of workers who must actually change their occupation or place 

residence is minimi/ed. . , 

Contras, this situation with that posed by a population and labo foice 

which are stable or dedining. The annual How of new recruits X 

small, in coiimarison with the existing labor force, less can be achieted by 
redirecting the flow of entrants into imlustry; since 

no longer ailding to the ileniami for goods, a given change ii d 

is much more likely to force workers to switch to new types of w.uk | . 
sil.lv will! a need for new skills. Moreover, such a population , 

Iclaw) a growing pro,,or,i.. older workers to ’ 

read,us,ment are more difficult lhan to y.. people. Mhen , g 

ical ..enient oec.irs it is likely ro be mote protracted h>r oKI- 

ers thai. for voonger. hor all ihese reasons a cessation of hj- ' " 

an ..lecline, in the population of the Umted States is likely to > 

' I iiiiich wc can do about this is hard to say. riie sol,it,on niay h 

■ ■ , c- total ,leman.l for goods an.l services w ill be supported 

in insm-ing ihnt the tot.il (icm.iiui ^ .icvclop new 

!'!' a-i ".-Gional .hility, but 
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riy cases ^ hcre men must cliange their occupations, technical retrain- 
ograms are essential. If -an over-all shortage of jobs exists, the problem 
o raising the general le\ el of economic activin^, and so merges with 
neral question of employment oppoiniunity. For, of course, no efforts 

)ro\e \\orkers mobility can do more than lubricate the channels of 
lent from one job to another. 

I much for « hat die future may hold in store. Further light on the 
:ns we as a nation mai- encounter in this field is best obtained throun-h 
; ot what has gone before. Ve shall be concerned in wliat follows 
ith the occupational shifts n inch liave led to the present distribution 
kers among our indiistricsi second, with the geographic mobility 
pie hai e displayed under changing circumstances; and third, with 
training necessities implied in continual industrial change. 


RIAL DISTRIBUTION OF THE WORKING FORCE 

e most striking feature of occupational shifts between 1870 and the 

g .culture (including forestry and fishing). In .870 just over one- 
.11 lorkers were occupied in this industry, yet by .940 slightly less 
-fifth "ere so eniplo.ved (see Fig. ,). During this period the physical 

onsta, AtTi P" “P‘” population reniLed 

hen} ’ percentage of workers in agriculture fall 

bsolute number also diminished. The number in ^ ,, 

^ -niion less than it was in 19,0 

..e 7 b;Vr« has been 

nt of L " hole L .T70 to r^p: rttTot? 
n these fields production per capita of total ’ "" contrast to agri- 

about four and one-half tLes as high at theTnTof'th 
■d as It "as at the beginning Thus t hlle tU ^ ‘ ^ seventy- 

the number of persons emidove I ■' u ■ ^ increase during this 

•efold (someu hat greater than the'incr«se"inT‘“ 

Jiation increased about three times. Hence ^ 

; increased in almost the same nronori-- ’ per worker 

ireefold. ^ ^ population, that is, 
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AMicn rV.c rcc.:H'dK cf rlu- agricultural manufacturing, and mining groups 
„-c comlincd, a further significant condition is revealed. Whereas m 1870 
usr -n per cent of all workers mere employed in one or the other of these 
,roups, onh- al.out one-half of the morking popular,on mas so employed m 
k;4oI In this change arc reflected the tremendous increase of transportation, 


igure 


PERCENTAGE DISTRIBUTION OF THE LABOR 
FORCE BY INDUSTRY, 1870-1940 


Percenl 
100 r- 



Agriculture, 
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and fishing 


Mining 
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Manufacturing 
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“““p” Government 
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..iirtr 

i« -nr nf all .... 

nr airc«iy 

‘ '"‘V wi'.h ’physicT pn.duc,i<tn. Just ns agricultural, nianufactututg, 
„nccrnecl m.tl, pl<>. ,.,n,cse,native of physical production, 

,,annmngp.nsu,tsmay . ■ ^ . occupations be 
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to represent the distributive services. The two are closely related, 
ut the improvements which occurred in land and ocean transporta- 
:eat increases in the volume and rapidity of shipment of goods would 
/e been poss.bJe, Advances in railroad and ocean transportation also 
e communication by mail. Without developments like those in the 
ih and telephone industries which brought raw material producers 
cturers, wholesalers retailers, service agencies, and consumers into 
ontact with the markets m which they buy and sell, growing quanti- 
lommodities could not have found markets and would not havl been 

t liners" " 

tke Zns T T communication, 

ice groups. Their growing importance is shown clearly through 

EmTo ° " main fields of employment for the decide of thi 

ympbyment in agriculture continued its decline during these ten 

d was joined for the first time in this downward proportioLte mole 

employment in manufacturing industries. The latter fell from al 

of the whole in tpao to aj per cent in .940. These losses were 

' y corresponding gains in the relative importance of trade and 

clerical service, of domestic and personal service L o^ 

«i w xiir r t ■'■t 

gradually to offer fewer job oppoiamIfrieT ThI “““g-'cem 

manufacturing and mechanical industries may incrZelmeT"' 
ibly not enough to provide work for our d/ i somewhat, 

t promise is held out by the segments of th ^ popula- 

e greatest expansion dLng thfpa^ 

;gaged in trade, in finance, in governmental agenl J and 
ect services to consumers. ^ ^ 

would seem to be tmp 

:h occurred during World War occupational 

ncy nature. ManulcturingTlb™ T'' 

=cause of demands for war output AgJoukurT'^ 
and would have been higher 4re i/not f u'™'’ 

■ssential manufacturing industries and i u” 
mnderwent dramatic expansion 

re as drastically curtailed (construction ' ‘'“S “craft. 

t many consumers’ goods industries were alsotha 

^^o sharply contracted. 
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Since the close of the war there has been a marked movement toward the 
resumption of prewar occupational patterns, although changes hi relative 
volumes of employment in the general categories we are examining here 

seem to have occurred. 


WORK BY WOMEN AND CHILDREN 

Changes in the age distribution of the working force have accompanied 
the lona-term shifts in industrial distribution. Most remarkable is the decline 
in child^labor. In 1890 almost 6 per cent of males in the labor force were in 
the acre group of ten to fifteen years. By 1930 only i per cent came from 
that a°ge group. By 1940 the contribution of this age group to the labor force 
was so small as to justify the Census Bureau in omitting it as a separate 
group and beginning its analysis of labor-force age distribution with work- 
L fourteen years old. In 1890 slightly more than 10 per cent of females m 
the working force were in the ten- to fifteen-year age group. By 1930 less 
than 2 per cent came from that group. By 1940 the proportion had become 
insignificant. This great decrease in the percentage of workers coming from 
the lowest age groups has been due in large degree to legal res«ictions on 
the employment of youth in certain occupations, to the provision of e u- 
cational opporuinities on an increasing scale, and to an increase in school a - 

“"t •: .he. hes hee„ e .gnificen. inc.e in 

ehe propo t,o„ oflon.en in the woAing fo.e dnting recent decade. From 
.800 to .,40 this proportion rose from .7 per cent to .4 P« cey. Thyn 
crease has been stimulated by improvements in homemakmg ^ 

urbanization and the consequent reduction rn the size of family duel „ 
units. The decline of the birth rate and the 

roonsibilities have been contributing factors. The rise m clenca employ- 
mir and technological advances which have reduced our reliance on 
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apparent that what has occurred is no mere statistical change, but 
1 far-reaching alteration in the pattern of our society. 

APHICAL DISTRIBUTION 

ernal vngrations. The occupational redistribution which has occurred 

perio just examined has been associated with a geographical redis- 

n of population. The latter trend has resulted both from varyinf; 

.d death rates m different parts of the country which cause populat 

some places to grow faster than In others, and from domestic and 
lonal migration, 

yements of population can often be traced quite definitely to eco- 
rducements. People move from places where job opportunities are 
nattractive to other places where they are mire promising n the 
tt of the seventy-year period beginning in ,870, the West still of 
onomic opportunity to workers and their families IWng east oi 

^ exerted by tL grow 

.tr es of the Northeast and Great Lakes regions. However, thf eco- 

pportumties for leisure activities presence of fr T ^ 
concerning the character of Z’dh f * ” relatives, 

^ “SSTLTr; 1-;' 

erentials, in the sense of the 1 motives. Eco- 

'gions, did not have to be as lar^^ greater material promise 
Che lower costs of transportad ^ formerly to induce move- 
mtages over our settled ^areas mad^"""^ increasing diffusion of 
ever had been before. * ^ migration a more casual af- 

y in terms o/chrngLg economiroT'’^'’'''- 

explore all the motives which might se“™"o‘“' 

at IS practicable is to associate the maTn Sa 

mam changes in pooularioo 
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distribution t\ hich have taken place with the salient economic circumstances 
under \\ hich they occurred. Where specific population shifts and paiticular 
chano-es m economic conditions occur together, the economic motive may 

be assumed to be the dominant one. 

Tbe chciuging pcittevn of popiilution distvibutioii. The movement into 
the West which characterized the whole nineteenth century is a familiar 
one. After the settlement of Oklahoma about the end of that centiuy, no 
e.xtensive virgin territory remained to be opened. Yet the capacity of the 
West to support a larger population had by no means been exhausted. Re¬ 
cent industrial expansion in Texas, a great growth of diversified agricultural 
communities in the Columbia River area, and postwar efforts in California 
to retain a position of leadership in the war-stimulated aircraft industry, in¬ 
dicate that the slowing down of migration into the West which character¬ 
ized the first decades of this century is only a slowing down and in no sense 


a cessation. 

While the nineteenth-century westward movement was in progress, 
the countcrattraction of rapidly growing industrial cities in the Northeast 
and Great Lakes areas was becoming stronger. In their gams, moreover, 
the Pacific Coast states were sharing. By the time the agricultural rentier 
had reached its limit, population movements had set in from the interior 
regions to both sea coasts and to the North Central states, as well as from 
the old South to states in the Northeast. Beneath these large movements are 
concealed innumerable crosscurrents and detours. The extent of ne mov¬ 
ing propensity of the American people is suggested by the y' '^’ 1 ° 

abtit a , per cent of then, were living outside the states in wh.ch they were 
born. Again, between ,935 >940 more than fifteen nnllion y 

most 12 per cent of the total population, moved out of counties m whic 

they resided on April i, 1935. _ . ,, 

Migrants to new farm areas and to cities came principally from o dy 

farms and from F.urope. By the twenties the previously y '7 ” "re 

growth of the farm population had turned into an absolute 
tas in this decade a net movement from farms to cities which yceeded the 
natural increase of the farm population by more than 

total population for these ten years was principally due j”® ’ 
rates on the farms, it was the cities-t„ which farm people niigtated in gieat 

nuinhcrs-that showed a large net gam in resiynts. ,„responding 

Table 3 records the rapid development of ernes ^ 

shift of population out of rural areas. Complied from our hist 
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these figures reveal the socially and economically significant trend toward 
concentration in cities of great size or in metropolitan zones which include 
a large city at the center and a cluster of smaller ones dependent upon it. 


Table 3 


PERCENTAGE OF POPULATION IN URBAN COMMUNITIES 
CLASSIFIED BY SIZE, AND IN RURAL AREAS, 1900-1940 ' 

Places of 100,000 or more 


1900 

1910 

7920 

1930 

1940 

18.7 

22.1 

25.9 

29.6 

28.9 

21.0 

23.6 

25.3 

26.6 

27.7 

60.3 

54.3 

48.8 

43.8 

43.4 

100.0 

100.0 

100.0 

100.0 

100.0 


Rural areas 

Total population 

we served to foster the ^ ^ markets, 

a this concentXnterLo:^^^ “ “ development, 
fficult beuveen space limitarin a a ’ becomes ever more 

= one hand, and^ t'^r: ^n oyremt/rT ™ 

y life. The mushroom growth nf [ ^ advantages of intensive 

IPUUTION REDISTRIBUTION SINCE 1930 

Iy“rtL°thWeThfd ^fXdplfeff 

back-to-the-farm movement of slivhr^ '' '''=®t>lted in a 

vement into the cities by members rf t^eT"”"'' f"™"''’ " 
sperous times would have migrated The P°P“*«>on who in more 
o and .p4o the farm popula^ afe decr‘’“T^. 
ade, actually increased slightly In iota the preceding 

t" to rural areas of some^dll k “1"“ : "" 
ulation was due more to a decline in rho u agricultural 

I to urban areas than to an increase in thT”'^^'' 

>on farmward, while large, was not entirel "^o^ement. The mi- 

^xample, almost as many people mover! f ^ Precedent. In 1927, 

there was a substantial movemL't in that '93"’ 

■ before the crisis of ipap, *roughoutthe ,pro’s. 

jobs and sooner or later returned to the Permanent 

the fair certainty of securing at 
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least subsistence in the places they had left. Moreover, much of the later 
movement to farms occurred in agricultural areas surrounding manufactur 
mg and mining centers and represented efforts to tide over the depression 
rather than to send dorvn permanent toots into the soil. 

With the svorsening of the agricultural situation, persons without means 

found their dilemma increasingly acute. With “'“f 
reduction plans depriving them of livelihood on the farms, wi 
and shops often clLd in the cities where they were located, these people 
had no hope of improving their lot by remaining where they were. They 
consequenriy took to the road, transients until an opportunity of employ- 

"""MerencTs'^lng states and cities in their ^" 

frequently determined the roads the transients would travel. The res . 

I gTneral tightening of relief requirements and the section of .n ets 
barriers to migration of persons unable to support themselves. In ig}, there 
we n estimated million or more of such transients. Although their plight 
Tas been dramatized by playwrights and novelists, the dramatization merely 

hicrhlifrhts the general economic frustration of the peiiocl. ... 

® During World War 11 farming communiries lost population to the cities 
as fa™ woils took advantage of highly paid -tploynient in war ind - 

tries. General prosperity in the a„; apprecilble 

tor, will probably “ P'^nTthe growth of cities will continue, or 

return to the farms. Whether or nor ly nerioherv will go on, 

the migrations f"’"' '''' “(o'tlic extent to which the level 

depends upon several fact .. ^ opportunities increased; 

of national prosperity may he raised ml " [P 

(r) the policy to be (,) the degree to 

ing recent decades ilid much to „f population; and 

:;;liir‘::;:z :i':: l:::rrr ::it,ns ami i: cities respectively wm 

'"'"This consideration of the connection ;'-;“;-;|: 7 ::,:'::ti:rch 
population " P'" 

affect P"P'^«''’" ^„,„jol s of the same type in different locali- 

....c" i.iU-"-<« O' 

our territory was. Yet even immigrants who 

::Z :::h:::rri::i‘p«l.'-;m ainvlng, am. *.,0 m any case may he 
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said to have been as much repelled by conditions in Europe as attracted by 
pecuniary advantages here. With regard to migration between countries, 
.eligious and political motives may be quite as effective as economic ones. 


!HIFTS AMONG OCCUPATIONS 

As to the movement of people into occupations and between jobs, 
ome aci ities have been provided by community action. Considerable suc- 
css has attended efforts toward meeting the needs of young people for 
ntial traimng and of older workers for retraining. Our second.ary Schools 
te, on an ever broadening scale, oft'ering instruction in the use of basic 

‘ disciplines needed for entering in- 

ustry fields. Information services keep students informed of the trends 

. lob opening. Studies are made of shifts in occupational distribution and 

irrtd on h These studies are 

e Frf™al Com T En'ployment Service and 

hese a ,T°n’"”“e on Apprenticeship of the Department of Labor 

find foToU with labor unions in efforts 

find or older workers jobs they are qualified to fill, or to train them to 

.et the new requirements arising from changing technology, 
abilizatkin of” ''r agencies concerned with the 

ployments, but also to train veteran, for . i them former 

re not previously qualified Th i a oyi^ients for which they 
for handicapped on-*!” -"^hilitation traind 

diate employment, and educational subsidieT foT T‘™- 
m. Many of the programs undertaken by veterans areTr”"' 
eral education without specific vocationaf dire “n Sue 
'e as preparation for a wide varietv of ° Programs will 

rid be beyond the reach of the student f 1^^ .^ryments which otherwise 

:cially provided for handicapped veLrLr'^''’^ 

; administrators of these prog-ram. ’ vocationally oriented. 

ing survey of employment ^pportudlidsTd" m 

Is where the promise of future security seems greatfsL ““ 



CHAPTER FOUR 


Our natural resources 


The events of World War II focused Amer.ean " 

resources. Within a few months, the ravenous demands of global arfare 
shifted the urgent problems of our economy from bothersome 

:^«:nL“ ■»— 

ward::::," .. m natural resources In deterntlnmg tl^ na 
t:„nh ccononiic and military niight, g , ;,„city 

foundation of our f,::: .uLance of natural 

":r;:rr::,:n;,atfora:igh^^^^^^^^^ 

whiten wJnt » prov.de for cheniselves. 
their families, and their posterity. 

THE HISTORICAL BACKGROUND 

No country has been ,no,e fortunate than the Unijed Stays 

f'"'"''“'M,r:::rytr'tt::::r':/ cipeans, the rices of *0 

a:;;:: wea,: unyrg,.ound - b^n mmu, ye nmst 

.irrr'^rt::^:::.:: w’bcen setned, *0 promise of ric 
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^sou^ces in the interior led men to cross the mountains, prairies, and 
nd in little more than a hundred years fully occupy the rest <jf 
nent. 

mere recital of the kinds of people ^\'ho took part in the settlement 
ca gives clues to the diversity of nature’s treasures in this land, 
farmers, raisers of sheep and cattle, lumbermen, miners, these and 
me eagerly. So rich was the land that men felt tliat the resources 
w country u^ere inexhaustible, and often exploited them w ith little 
)f the future. We who have come after these pioneers, and om¬ 
its after us, must face the problems raised by the fact that ex en 
red nation has limited resources. Wasteful'squanderino of the 

:hes must give way to economical use and rational conterx ation 
rill remains. 

3 centuries ago only a million Indians and a few thousand w bite 
nted what is now the United States. This country’s unprecedented 
population, and the high living standards that have been achiev ed, 
made possible by the rich resources at our command and the 
^^th of the industrial arts. As our knowledge has increased u e iiax e 
earth more fruitful and discovered increasingly useful emplov- 
;ach of the available resources. ^ ' 


OF NATURAL RESOURCES 

Tff ^ Natural resources have various characteris- 

ect ty M^ays m which they are used and u hicli also influence 

ieTof h" considered from the 

ew of what each contributes to production, arc loc.ilhcd and 

lem are distributed most unequally. This is true even m ith land 

r nation has land, there are wide differences in the uses to m inch 

erent nations-or within a particular nation-can be put Minerals 

Jand Whii: hTst’ceed"^ ^ 

ny. The distribution of localized reso ^ ^ Switzerland 

d is one of the major factors determinTng'thTZthu 000“"'"'' 
i prosperity of different nations economic 

Z:Ztr:7:ZZZ7- '-arious re. 

-haustible in the foreseeable future. Other^ fn^ 
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can never be replaced bv man, and substiturcs for them will have to be 
found uiien they are no longer available. Still a third group of resources 
can, if used ^\ isel^•, be made to serve for centuries, but if used unwisely 
may be exhausted or made valueless within a few decades, or even a few 
vears. 

Water power is one of the relatively few sources of wealth w hich can 
be used indefinitely without exhaustion. As will be seen later in this chap¬ 
ter, the exploitation of water-power resources as an integral part of a com¬ 
prehensive water-use program actually serves to safeguard the resources of 
a particular river basin, or other region, against the hazards arising fiom 

unwise exploitation of farm and forest land. 

At the opposite end of the scale are the mineral riches of the earth. 
Some of these, such as sand and salt, are so abundant that their exhaustion 
in the present geologic age seems unthinkable. Most of the more important 
minerals, however, are available to us only in definitely limited quantities 
and once tlicy have been used, can never be replaced. An oil well drained 
dry! or a copper mine denuded of its metal-bearing ore, cannot be repro¬ 
duced within the longest period for which men can plan. 

A'lany of our most important sources of wealth are midway between 
these extremes. The fertility of the land itself, the forests and animals on it, 
the fish in the rivers and streams, all are resources whose continuous con¬ 
tributions to man’s welfare depend ultimately upon the way in wdiich we 
harvest them, A farmer who plants cotton on the same soil year aftei ycai 
and does nothing to replace the vital elements removed by each crop soon 
hnds his land worn out, incapable of yielding anything like the same hig i 
production it did at first. This land can be restored to its forniei feitihty, 
|,„t ,mly »ftcr it Itas been n, cn.pt, which w,ll restme the clcn.cn 

rc.ovcd hy the c.,tt.,„. A fnrest whesc trees have hee.r rt.thlessly cut dot 
„nn„t give w,„kI agaui until decades have passed and a new cn.p of t.ccs 

has been planted and grown. 

|.,-„|,erly en.ployed, however, la.ul ao.i the r,cites on tt catt he m ^ 
serve toau indefinitely. With the proper crop rotatton and use of fcttl ze. 

1 farn, can prorlnce w.lnahle crops decade after decade. A loresr whose tre s 
sre considereil tin annual crop may I'e ctir year after yeat wtt t no 'y™ 
of viel.l, so long as the area ctit each year ts teplanted anti t s tiecs 
nerniilted to grow to full si/,e. Our c<.n.servati<.n laws seek to foice umtets 
!,„.l lishertnen to restrict then- takings to an amount winch w. I pen.tut q 
e„i„„,|s ami (ish to reproeluce thentselves and reuran. ava.lablc 1. g 

numbers. 
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Economic and uneconomic resources. Another important classification 
of resources is their division between economic and uneconomic. This dis¬ 
tinction, with regard to p^roductive factors in general, was drawn in Ciiap- 
ter 2; it may properly be illustrated here, however, with regard to natural 
resources. When copper sells for six cents a pound, it is only worth \\ hilc 
to refine the richer copper-bearing ores from which the metal ma\' Ijc ob¬ 
tained relatively cheaply. When the price rises to fifteen or twenty cents 
1 pound, many ores which were formerly uneconomic become economic 
md can profitably be worked to produce copper. Perhaps an even better 
example is provided by uranium ores, which, so long as uranium was used 
irimarily for luminescent paints and other minor purposes, had no great 
'•alue and were not sought. Since the discovery that uranium may be cm- 
)loyed for purposes of atomic fission, virtually all ore from uranium 

nay be obtained has become economic and is now included among the most 
mportant resources of every major country. Changes in technotog\-, pen¬ 
ile s tastes, business conditions, and other factors alter the relative \ aluations 
ociety places upon different resources, thus determining w hich it is w orth 
/hile to use and which it is not. 


In the pages which follow we shall consider each of the major resources 
™lable to this conntry at present, including land, sources of enetgv, metals 
y foysts. We shall inquire into the amount and adequacy of t'he suppU: 
f each available, the problems which must be solved if we are to eniov 
lese resources in the future, and the impact of recent developments upon 
e manner m which we use them. Throughout this discussion we shall find 
at continued discovery of new, superior, and more economical wavs of 
.mg natural resources has led to the production of greater quantities and 
irieties of goods and services desired by people. 


*E EARTH'S ORIGINAL COVER 

The land area comprising what is now the UniteH i e ■ 

-ssipp, River, and was particularly heavily timberrdTnle'r'Z nIw 
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England states and in tlie South. From the Mississippi westward to the one 
hundredth meridian (covering fully one-sixth of the area of the whole coun¬ 
try) spread the broad rolling Prairies, richly clothed with grass that con¬ 
cealed a heavy black loam. The tributaries of the Alississippi-Missouri river 
system flow ed through the region, rainfall was abundant, and the natural 
grasses grew high. 

Beyond the one hundredth meridian to the foothills of the Rockies lay 
the region of the Great Plains, encompassing another one-sixth of the coun¬ 
try's area. Here the rainfall was less than twenty inches a year and the 
grasses were shorter. But forest covering the foothills of the Rockies pro¬ 
tected the smaller streams of the region. The grasses were able to grow; 
and the buffaloes of the plains, combined with vegetation, furnished the 
Indians w-ith all the simple necessities required to support life. Farther west, 
in the arid regions of the Great Basin, lay desert land, because the Rockies 
stopped the rains; here sagebrush and cactus grew and covered the land. 

Before the coming of w hitc men, a natural rhythm was maintained m 
which land and water took part. The rains and snows fell; vegetation grew; 
grasses, shrubs, trees, and rotting logs and leaves caught and held the w-'aters. 
Low-lying flat lands w cre converted into swamps and marshes; ponds and 
lakes filled up on sloping surfaces; water was stored beneath the surface o 
the earth because its cover remained untouched. The flow of water to the 
sea was thus regulari'/cd; and, on the other hand, in dry periods, streams 
were fed from underground springs and seepage. 


UPSETTING THE NATURAL CYCLE 

The white men upset this cycle. They cut the trees, drained the swamps, 
plowed the land and grazed meat animals on the plains. In the process, trey 
erected cities, diverted and controlled streams, delved deep into the eaiti 
and peopled the land with more than 140,000,000 inhabitants. ^ 

Building an industrial civili/.ation has changed radically the charactci 0 
the earth’s cover. ■Lhe original fore.sts have been largely cut; the oc giass- 
,,nds have completely gone. The desert of the (jreat Basin ^ 

due to human profligacy with soil resources, the fingers of the 
Ireading eastward. What has replaced the original cover? In the words of 
Stuart Chase, “on one-c,uarter of the continental 

fiekls, bare in the winter, green with crops in the summer. Adjacent to the 
rilled fields are pasture lands, unknown before, of an almost equal aica O 
.l. ,,1.' ,,,-,.1 g,„ssl„n.ls dl-chcs „,nv n,n. S-tcred ^ 

Ih'c conci„cnl arc the l.htck cit.stcr of cities, l.tnkmg the,,, ,un a 
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miles and more of highways, railroads, the tracery of power lints and pij)e 
lines underground.” ^ 

In 1940 the land aiea of the United States totaled 1,900,000,000 acres. 
More than 1,000,000,000 acres were in farms of all kinds, but of this only 
about one-third was really good land. And even this best land w as diminish¬ 
ing in quantity as the forces of rain and wind, flood anti storm daily v ashed 
and blew away additional top soil. Nature’s destructi\ c forces, aiiled anti 
abetted by man’s careless use of land, are estimated to hate ruined :S2,oo(),()oo 
acres and damaged 775,000,000 acres more since the population of the L’nitetl 
States by white men began. Little more than 60,000,000 acres of the land 
low m crops, it has been estimated by the Soil Conservation Sereice, can 
)e considered safe from erosion.- 

Erosion occurs because of: (,) the plowing of o,-crstcep slopes; (:) the 
yure to rotate, or diversify crops; (,) plowing up and do« n hill against 
e natural contours of the land; (4) leaving fields bare after harvest instead 
.f planting a grass or grain cover; (j) plowing up the short grasses of the 
areat Plains and sowing the land in wheat and other cereals. Havoc has lieen 
reatest in ty cutover areas of the Great Lakes country, the Southern Pied- 

rd^he“pZ"" 

The dust storms that swept across the western portion of the Great 

famihar name to Americans today. ’ ^ 

Impoverished farmers have been the re^nlV .u- 
-n of land resources has been followed by a kind of'h 
r itself in low standards of living high mnrh 
yss. According to the National’Refources BolTd XV 
lly a half-million farm families (cultivating ’ ' '«+ 

a completely snbmarginal plane from which Vr X X of I'S 

hdyXdgtr McGraw-Hill, ,936, p. 33. The quotation is 

‘tiy F'^rNewTo^rri 9 r 7 ‘!r 4 ^^^^^^^^^^ Twentieth 
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tion. Their retirement from agriculture and the return of their lands to forest 
and urass t\’cre the only solutions. 

There is also a national danger-not immediate, of course, but neverthe¬ 
less real—as a result of these practices. Secretary of Agriculture Wallace 
properly declared in 1939 that the “yholesale sapping of our land resources 
is a "serious threat to national security,” and that “historically land decline 
lias been an early symptom of national decadence—there is evidence, in fact, 
to indicate that great civilizations of the past have died of the 7 jmlady of land 
decay.''’ '■ 

How is soil waste to be checked? Agronomists and conservationists have 
called attention to the necessity for using the following practices to control 
erosion and put a stop to disastrous floods and dust storms: 

1. Return of the natural cover. In the Great Plains and in the Piedmont, 
notably, where wind and water erosion have done the greatest damage, it 
is necessary to restore the original grasses and the forests. Particularly in all 
regions where slopes are too steep, cultivation must cease and the areas must 
be planted in trees or in grass and held as permanent pasture. 

2. Crop rotation. Where single cropping has sapped the mineral riches 
from the soil, restoration can be achieved by systematic crop rotation with 
the inclusion of lenumes and grasses in the series. Green manure crops (the 
plou ing back into\hc soil of standing small grains, grasses and legumes) is 

part of this techni(]uc. 

3. Terracing. On slopes, it is important to build turf ridges, channels, 
and protected outlets along the contour lines in order to create basins for 
catchino the rain water, d'erracing serves two purposes: it holds such water 
as the soil needs; and it makes possible proper drainage of the excess with¬ 
out accompanying soil losses. 

4 Contonr tillage. Instead of planting crops m parallel rows up and 
di.wn the slopes of hills, planting should follow the contour lines around 

'5. Strip cropping, karmers should be encouraged to grow alternating 
strips of erosion resisting crops. 


the conservation program 

Mr«livc cir«m ti. save the lan.1, wliieli niusr be canicxi mit on a lalg> 
scale. re<|..ire skillfol lea.le,sbi|> as well as ade,|uale bnaneoag. Ibe eonse. 

. (>,,,0 ,1 l,y Carl T. Sc.. /l.ocr/ca,, /V/orrs Ihc W.M Omi, Osfcr.l Uni 

vi-rsiiv I'ivss, 1941, p. ^ 43 - 



OUR NATURAL RESOURCES 87 

vation movement won its first successes during Theodore Roosevelt’s second 
administration when a National Conservation Commission was set up to 
inventory American resources. As the result of this commission’s work, the 
first steps were taken by legislation which withdrew large tracts of timber 
land from the public domain so as to protect the headwaters of navigable 
streams. Public policy turned more and more in the direction of settiiw aside 

sources of power and minerals so as to protect them against wasteful and 
destructive exploitation. 

^ The New Deal carried this activity much further, securing new legis¬ 
lation and far greater funds than ever before to support tliis conservation 
activity. Although much of the New Deal's work in this area was prompted 
y a desire to achieve other objectives as well, the results attained were of 
the utmost direct value. Thus the Soil Conservation and Domestic Allot¬ 
ment Act of ,936 aimed primarily to secure curtailment of farm production 
Dut Its benefit payments were made initially dependent upon farmers' adop-' 
ton of such conservation practices as substitution of soil-buildiiw for soil- 
estroying crops, contour plowing, and terracing. The Civilian Consen ation 
-orps, origmally set up to provide work for unemployed yoiim. men did 
nuch valuable work terracing large areas and planting belter beh „ ti e t 

^ tivation. The Soil Conservation Service made a comprehensive survey of 

Of farmers rheTS^ 

These activities, which reached their peak durinv the years ,0,. 
elped prepare our agricultural land for the great tesfof the I'var n 

>wr •is"rch":rtht'i::'’“’ o/foo^;::^ 

planting year after year of fertili^dCyTnrcr^pTsfch t 
».mnility and to protect the land against ;:rZr\:Za:hme:rby:;: 


iergy and economic life 

All activity requires energy. For that- u 

a civilization is closely linked with the development 

- -i—rr.,:rs:;= 
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for rrnnsport;'irion \\ here men tlo not know how to make internal combus¬ 
tion cn‘’incs, '.rnd c\'cr\' inotfii'tst is w ell iiw itrc th;it, w ithout gasoline, the best 
auroni()bilc w ill take him nowhere. For most of its existence, the United 
Sr.itLO has been >o jiirtiinate as to possess in abundance both the technical 
know led'jt and the narural w ealrh to produce enormous quantities of energy. 
'[■() mention two especially important sources of power: each year there 
come from this countiw's deposits more than 6o per cent of all the petro¬ 
leum jrrodiiced in the world and 30 per cent of all the coal. 

/V/wcT .md the Industnal Rci'ohition. In the last century and a half. 
Western economic life has been transtm'incd by revolutionary discoveries 
and iiwentions centering primarily about new sources of pow ci and more 
edicient means of utili/ing old sources. Since this transformation is treated 
in some detail in Chapter'’5, it is sketched here in only its broadest terms. 

The first oreat advance was the steam engine, using coal. 1 his made pos¬ 
sible swift transportation over land ami sea, and helped tlrivc the machines 
whose development brought about the modern factory system. A\ ithin the 
last half centmw there have been additional basic discoveries. Fed by 1 homas 
A. I (lison, numerous inventors have developed many new u.ses lor elec- 
tricHA and made possible its transmission over long distances. ,\s a result, 
electrical eneruv can be brought to where it is needed. This greatly ex- 
pandeil water power's area of usefulness. In earlier times, only those users 
It power that were located directly on the banks of rivers-as were the 
earlv New Fiiuland textile lacioiies-could utili/.c energy from falling w'ater. 
Today, qiant "liMlroelecrnc plants turn water energy into electric power 
rransmitte.l by wares over large areas. Fnergy from oal is also transported 
,n this manner, after first being turned into steam power and then into elec¬ 
tric ity ld•om l.o.h these sources comes the electric current that illuminates 
„ur homes and workshops, turns factory wheels, and anmh.lates ei.stance by 
,,,,,„ittmg tts to co.imiun.cate with ..thers far away l.y telepho.K, telegraph, 

F.vchtsive of urm power atul wa.rk atii.tials the chief .souiees of enetg) 
today are c oal, petroleu.u, .tat..ral gas, and water power.' 

|„ the future, 'ato.nic e.tergy may l.eco.ne a .ua,or nterp soutce, 
,„,.iy proble.ns ...ust be solved fi.st. Wood, work ani.tials, attd w.nd produe 
negligible a.n.mnts of eneigy in coinparis.in w ith the tota pow e. ge.K.a ee 
aim-itlly in .1- eount.y and ...ay l>e disregarded here. Ihc rclat.ve ttupot- 

, I Ik-m. ,rm.,al o sonna s Ir.vc- ...her imgo.'.an. uses hesides tha, ..f p.a.vuii.ig e.icrgj^ 

.................... ..., 'yyr?;;;*; 

never og.r.atc. In this el.a,,.e.-. hnwever. the rne.gy uses ,.f these 
‘.I rrssr.l. 
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tance of coal, oil, and M’atcr has varied considerahlv virh the passnne 
time (Fig. 2). In 1S99, coal produced 90 per cent of all eno'c}' from ili 
sources, while nearly half a century later, in 1945, it jiroduce-d only 4- j 
cent. The same period saw petroleum and natural gas rise from h' pei' ea 
to 31 per cent, while water power rose from a to 12 per cent of the toi 

Figure 2 the energy supply, relative contrisu- 

TIONS OF INDIVIDUAL SOURCES, 1889-1946 

Percent of total 8TU equivalent 
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tivcs about 7 per cent, and electric central stations and industrial pott-er 
plants together about ^ per cent. Stating these figures as percentages of a 
siivile Loant total tends to obscure the immense amount of power available 
from each of these classifications. The last group, for instance, s\ hich pio- 
vides almost all the electricity used in our homes, workshops, and com¬ 
munications s\-stcms, had at its disposal about 65,000,000 horsepower, thus 
e.xceedino the combined electric generating capacities of Germany, I ranee. 

Great Britain, Canada, and So\iet Russia, 

Hciit and po-jser jro//! coal. Despite its losses to competitie c cncigy 
sources in the last fen decades, coal still holds first place in our power 
cconomv. Tuo principal kinds arc produced: the soft bituminous and the 
hard anthracite. In 1959 the United States produced about 400,000,000 net 
tons of bituminous. About 70 per cent of this annual production usually 
comes from the four states of WA'st \hrginia, Bennsvlvania, Illinois, and 
KentiickN-. 'I'he largest single source is the Appalachian held, of 70,000 
siiinre n'liles, n hich\xtends in a general smithwesterlv direction from the 
n estern end of PennsN Ivania, through Ohio, West \ n-g.n.a, eastern ken- 
tiickN', •l-ennessee, and northern Alabama. Anthracite coal, of nhich wc 
mined about 5 1,000,.,00 net tuns in 1959, pn.duced in this cuntry almost 
exchisivelv m an area of so., s.piare miles in eastern l>enns\ Ivania. 

In reumns where cal is abundant, electric-generating stations use it as 
a fuel. This once meant that these stati.ms had to be h.cated rather close 
to mines in ..rder to minmii/e their cal transportati.in costs. iMorc ivccnt y, 
honever, the efliciencv of coal utili/.ation has increased tremendou.sly, thus 
sharply decreasintr the burden of cal transp.ntation cost per unit of e ee- 
rricitv' produce.l. As a result, it is now m.ue economical to locate genelat- 
inp Mnti.ins near centers of electricity consumption, thus nuntmt/ang he 
intestment necessary for building tratismission lines, while tncreasing tl 
distance over uhich'the cal has t.i be tratisp.irted. d echnohigtcal prog.ess, 
theref.ire, by altering the relative importance of diflerent costs, " 

electric-,lower generati.m less land-oriented and more niarket-ortenrul. 
Some new ,eehntlogi< al p.issibilities in the use of coal to generate elect.tet ) 

will be discussed in Chapter 5 - , ,hc most 

or „ll A.niricn in.liisIlic'S llu' .■'«! ""'"'•"T 
rcnnrl< .l.l> rc< ..ve rics duii.ii; W.. 1 UI War II. D.iring tl.c „;,os b.nm.ino 1 

.. were :iepre».,l. wi,l, priees l.,w ry.wc O e.,s,. 

li,,!,,,. ,.,ain,ain priees ,„„l s.nl.ili.e p,„,l.Kr„.n, .he fek, 
Knvern,„en,, ae.inp firs, .firm.ph .he Na.i-mal lU-e„ve,y ^ 
a,en .hr..ni!h ihe lli..i...ii....'s 1 :.k,I Divislyn ..f .he »epal.... 

reslrielcl e..i,ipeliti.m .>'.>1 
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The urgent needs for coal during the war changed the industry’s out¬ 
look completely. Bituminous coal producticui in 1944 reached a high (h' 
more than 600,000,000 tons, as against only about 400,000,000 tons in 1939, 
a rise of more than 50 per cent. During the M ar and immediate postu ar 
period the chief coal problem appeared to be a scarcity of fuel to meet the 
swollen demands of a full-employment domestic economy plus the needs of 
devastated countries in Europe and Asia. 

The United States docs not face, for maiiv generations, anf dan.'cr of 
coal depletion. With current efficiency in utilisation and the current t olu.ne 
0 consumption, our supplies have been variously estimated to be sufficient 
for from two thousand to four thousand years. Put othcni isc, of the coal 
in the ground when Columbus arrived, only about , per cent has so far 
een removed But this should not make us indifferent to the pucstion of 
coal conservation. The problem of how to use a resource snsel, intolve! 
postponing the point at which costs of production begin to rise, not merelv 
oiding exhaustion of deposits. Our best coal fields arc bcino u orked in 

I’™''”"-- ;;iread; be:, 

imbi V i ? West Virginia fields, it is estimated, „ ill 

bably last another hundred years, but their exploitation w ill encounter 
geasing costs much sooner than that. Once these high-rade rcsencs are 
exhausted, we can turn to the great quantity of Ion -gr:de°coal depo t I 

Iso needed is more careful mining to stoo the 

-ugh coal being left in the groLd to s^p^rro^^r^t^n^^ 

iTROLEUM'S RISE AS A SOURCE OF POWER 

lie, 

annual value among all minerals produced in fhe Uni dTnt“ p""' 

Uions of motor cars and machines daily petroleum n 

•ong America’s resources. ^ petroleum occupies a vital place 

The United States produced about- r 
ms, about a fourfold increase over the barrels of petroleum 

scamefromTexasand California, whileorhol’^^^^^^^^^^^^^^ 
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supplied anorher 25 per cenr. About two-dfths of this supply, by volume, 
took the final f<u'ni of uasnhne', while fuel oil, used m furnaces, Diesel en- 
uaneA. and the like, w a^ the second most important product. 

In Its chief use. nf course, petroleum is one of the most conspicuously 
inarkct-oiaented coniniodities in the country; thousands of gasoline stations 
dot our hiehuaxs, dispensing the motive power for millions of motor 
e eliiclcs. d'his has been made possible in large part by the use of pipe lines 
to transport oil from held to refinery. Without this low-cost means of ship¬ 
ment f<u- petroleum and its products, it is unlikcl)- that individualized trans¬ 
portation for millions of people would have been possible. Industries requir¬ 
ing laruc quantities of petroleum or its products for power or other uses 
have not, in general, been forced to consider proximity to oil holds as a 

major factor in deciding their location. 

d'he jiroduction of petroleum-in w hich many small and large prodiiccis 
pin a role-has lono been marked by much chaos and waste, with harmful 
eainsequences fm- the national interest in this basic natural resource. Oil 
occurs in larue underground pools. When a well penetrates this pool, the 
oil shoots in>, drneii by the powerful natural gas pressure m the subter¬ 
ranean reservoir, l or greatesi econ<.m\- and elllciencv, each pool should be 
treated as a unit and tapped bv a small number ol suitably located wells. 

•1 h,, IS how production is handled on oil land owned by the federal gov- 

No, s„ „n Mi-ivnlc \VI,n, n ,„.,spccro,'^.'.kcs ..,1 a gcysc. 

iT.iiiis iriH. riK' nir, liUmu tlu- lac i.. ..«iH-rs <.f .urmumlMig property. 1 >cy 
Segin .o uelK io tl.e lo.pe of tapping t|,c s,n,c reervon. 

'Iliosc olio :n-e Mleecssfol lluli engngc in ii iliiv ami '”0 to gt 

... as possil.le liefore -lie pool is eshaosteil. SIlooUl aoeooe «op his 

. .non, he . . . penni, his neighhors ,o henelit. I he result s 

... onsiral.ly nasiefol nnesnnent in iniioy unneeessiiry reel s nml tle- 

Pleiion of ihe snpplv in loinioion. lime regiinlless of Miiiihel eomlilions A. 

. nee, roiliieersl, lives . ... reeeive.l svyt seeinei, to e , 

,,„i,„„„lv low riliiriis. I iiel. well petnii.s the eseiipe of niit.iri.l gas, i. valu- 
.,l,le energy ami fuel resoiiive in ilself, I he franiie haste, eotnpelitton, a . 

Ipeeiilation .loininalini: siiell oil fretv/ies lea.l to "“'y 

.lire, lion, lo ihe .lelriiiient of the eoiniiiiinity s tnterests ami sonietinte.s, , 

tfi the ruin of the individuals comerned. _ 

. 
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of production quotas to individual producers. At times in the 1930’s when 
oil prices were very low, complete suspension of production was ordei eu; 
use of the National Guard was sometimes required to enforce such tlccrees. 
Several states have entered into an interstate compact to secure co-(jperation 
m the application of these proration laws. Other laws were more directly 
concerned with conservation; some states penalized tlie waste of oas and 
enforced a minimum spacing for wells. 

American petroleum reserves were drained at an unprecedented rate 
during World War II. Average production annually during 194,-45 at 
a rate roughly 50 per cent higher than during the ,930’s. Total productio.i 
during the five war years was roughly 7,700,000,000 barrels, or about 40 
aer cent of all known oil reserves in this country as of Januar\- ,, ,,,,0. 

merican victory could never have been achieved without this abundance 
)f petroleum to drive and lubricate the ships, tanks, planes, jeeps, and othcr 
nechanical equipment of the army and navy. 

Known oil reserves in the United States on January i, ,046, totaled 
0,800,000,000 barrels, enough for about twelve years’ production at the 
945 rate of output. From this and similar facts many people have dnuiai 
e conclusion that our oil reserves are near exhaustion. This is not neces- 
mly true for there is no doubt but that additional oil discoveries w ill be 
ade m the conttnental area of the United States. Nevertheless it is clear 
at tins country cannot expect to go on indefinitely e.xtractino petroleum 
om the earth m the same huge quantities as during'the st ar. Ercir,- a 
ea of the U„,ted States still unexplored for petroleum groy s s .lie 
becomes .ncreastngly more difficult and expensive to find n™ " ells , 

- nd remains high, as during the first years followino the end of hosnii 
ts, the price of petroleum will continue to rise and the lelcl fo. ,^1, 1 
mtinue, despite its growing difficulty and cost. When as and if our I ' 
troleum sources are exhausted, this country will have ihe’cho ? 

ion imports from abroad or creating a huge industry enn T- ‘ 
roil from shale and coal. The use of alcofol ' ° 

e use of hard fuel for motor ^h' l^ ™yl7r'” “ 

ainag^; d'ome 7 c trcTs,°i“;::::'’'’"'fi’ 

t to many parts of the world, particularlv r branched 

= Near East. American interest in foreign oifTs .!o " 
imperialism, with the implication that the ometimes been assailed 

ity t^ere doing something 7 ”ng Shou d - 

rd countries remain unLched"' l7o the " 

- -hably, if private firms did not 
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^^•ould feel compelled to do so, much as the government of the U.S.S.R. has 
soiioht oil concessions in Iran and elsewhere. To the extent that American 
firms have brought the advantages of modern technology, sanitation, and 
medicine to the foreign areas they have entered, the dwellers of these 
re<’'ions, whether in Venezuela or Saudi Arabia, have also gained. 


ENERGY FROM WATER 

Water power is the last of the three great energy sources we shall con¬ 
sider. In many ways it is the pleasantest tale of all. For centuries now, m 
every part of the world, man-made wheels have trapped the energy of fall¬ 
ing water, thus securing power for productive human activity. And since, 
as^v'e have noted, water power is virtually an inexhaustible resource, its 
utilization for production has not resulted in the depletion and waste that 
have characterized the exploitation of much of our other natural wealth. 

In early 1939, the water-power energy producing capacity m this 
country was about 18,000,000 horsepower. California, New \ork, Wash¬ 
ington, Alabama, the Carolinas, Maine, Georgia, and Pennsylvania together 
had about half this capacity. In terms of regions, the most important water¬ 
power areas are the Niagara Falls development in Ne^v Yodc, the Columbia 
River Basin in the Northwest, and the Tennessee Valley in the Southeast. 

It was the development of a practical method of transmitting water¬ 
power energy across great distances, in the form of electricity carried over 
wires that made the American people fully appreciate the importance of 
their water-power resources. Once this was accomplished, water powei 
began to displace coal. In the last two decades, however, the two energy 
sources seen, alnu.st t., have rcachol a stnl.lc cquilihrium ,n rclat.on to each 
otltcr. lietween ,9:0 and u),X. hit instaitce, the proportion of electric post or 
produced by hydrocdcctric plants increased only from 56.8 per cent to 38.4 
r cent, ntis proportion Jill prohal.ly increase somewhat ,n the neilt few 
years as more energy is produced at Ilonneville, at Grand ’ 

Lnessee Valley, and at other public water-power proiectsUt ■ *> 
however, that coal will lose its dominant position, since its eflkicncy 

lization has increased greatly in recent years. ,. • n , ru-Ptric- 

The general cost factors that arc involved can he stated hrielly. l lectrie 

powl rtdiiction from a water source re.piires a very large investn^t 
and d ins and eoiiipment. The fixed investment tends to exceed that e 
; tii I,; a steam'plant. Once established, however, 
and hut a small labor force, while a steam plant reqmies . gieat leal 
Tal and a considerable number of woiiers. Hence there is involved a bal 
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ancing up of interest, depreciation, taxes, and other carrying charges on a 
large hydroelectric plant investment on the one hand, against simihu- carry¬ 
ing charges on a small steam-generating-plant investment plus rccurrin'* 
operating costs on the other. ^ 

On this basis alone, water power might easily triumph over steam, 
except for several geographical and technical factors. First arc the recent 
improvements in coal utilization which have cut fuel cost substantial!\-. 
Second, electric power cannot be transmitted economically more than 
about three hundred miles and therefore its transmission is impracticable 
beyond such a radius from a water-power source. Most of the remaininrr 
potential water-power sources in this country are located in areas quite dis- 
-ant from centers of population and industry. Third, hydro facilities often 
nust risk seasonal shortages of water, and therefore need'to be supplemented 
)y steam capacity. All these factors promise continued dominance for coal 
vhile Its price remains at present levels, and until improvements in tran^- 
nission methods have been developed. But water power and steam are not 
lecessarily competitive. Some of the most efficient electric gencratino- pl,nts 
n this country use the two to complement each other. " ^ ^ ' 

Some industries require so much power for their operation that they 
.ust be located at or very close to water-power sites. CeLin phas« of the 
/ork with atomic energy, the electrolytic production of viroin aluminum 

LdttThTlhe orRid""‘'“'’ T 

icture is located in the area 0^*1 

Sundance of cheap hydroelectric power is available Sintrarlv'Id!"o7the 
ew duminum-producing units built during World War 11 were I n ^ 

.e Columbia River area near Bonneville Lm 

Much of the hydroelectric power that is used in t^iy • . 

ibuted by giant integrated systems, controlled either by iunkv'''l 
•mpanies or by public agencies. The private self conr, ’ u ^ = 

tve groups of states, and their wires make a network 1 
noring state lines and requiring federal regulation A n^hf 
terprise is usually but part of a unified ^ ^ ^vater-power 

Id and water resources in a particular rer T™™ development of 
o to irrigation, flood control navigabilifr"soU « P'''" 

wer considerations. Conflicting claims h/’ K 
?ards the question of whether publfc or prLro “ 

t consideration of this question mucr K ^ ^ desirable, 

T note, however, the rrrwr po^rTr T “ 

plans for revamping the econo^ of rs:u^:e~^^^ 
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projects l)cinc[ executed tit IVinnce ille' anel Grand Coulee to facilitate devel¬ 
opment of the rich resources of the Pacific Northwest. 

ith an actual capacitt' of iS.oooaioo horsepower, compared to a poten¬ 
tial supph' of perhaps 80,000,000 horsepower, it is oh\ ious that watei-power 
utilization can still tfo a lonef w aw Ihit its progress x\ ill elcpend on nioie 
than mere a\ ailahilitw I'uturc trends in the grow th and distribution of 
Amei'ica s jiopulation and industrv will also be vital. Important, too, will be 
technical de\ elopinents in the fields of electricity and hydrodx namics. The 
rate of depletion of our other power resources will play an impoitant lole 
since it will affect cost and hence the market for the xaiious resources. As 
a reserve, of course, w ater power is invaluable and is one resource we can 
expect to hand dow n to future generations unimpaired by the use we have 
made of it. 

Still another source of energy, the atom, w ith a potential which cannot 
yet be clearly estimated, w ill be discussed in the next chapter, w hich deali 
w ith technology. 


AMERICA'S MINERAL WEALTH 

As minerals were among the first natural resources used by man, aichae- 
ologists have found it convenient, in classifying the stages of civilization’s 
development, to speak of the bronze Age and the Iron Age. In the last cen¬ 
tury and a half, however, mineral resources have been employed on a scale 
far exceeding any ever knowm before. 1 he revolutionary advances in tech¬ 
nology have not only created tremendous demands lor minerals that have 
beeiremidoyed since the earliest days of civilized man, but have also found 
uses for many heretofore not employed at all. Our civilization today is 
pr,wered by coal, oil, and water, but it is built of .steel, copper, and alumi¬ 
num. Steel trains and aiitomoliiles, running on .steel rails or steel-reinforced 
Iiigluvays, connect cities largely built of steel; electricity (lows along copper 
wires; aluminum planes wing through the sky. In short, our civilization 
today would be imiiossible without these useful products of our mines. 

A 1 hn:nil riches cuni deficiencies. As regards the (piestion of supply, the 
United States is among the most fortunate nations on earth, having some 
<,uantiiies of almost all minerals, and abundant amounts of many of the 
,nost important ones. Wc have, however, practically no tin or mckel, whi e 
such materials as chromite, manganese, tungsten, and several others used as 
steel alloys are produced in such .small quantities hcre-when P''"J'" 

nrevail-that we must depend upon foreign sources of supply. Dining o 
War II. our abundance of mineral resources was one of our greatest advan- 
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tages, while our few deficiencies were so important as to require great effort 
to overcome them. It is now national policy to acquire and store substan¬ 
tial quantities of vital materials against time of need. 

Mineral deposits are highly localized, with the result that in some cases 
their supply approaches monopoly. But this monopoly is rarely an absolute 
one Most of the m.nerals receive competition from other substances, par- 

bitter rivals for many constructional uses with differences in technical quali¬ 
ties being set off against price considerations. Further, even where a nar- 
ticular mineral cannot be substituted for in a certain use, its producers often 
must face competition from those who reclaim supplies of the mineral from 
ap or rom s ag piles. These so-called secondary supplies, together with 
potential imports from abroad in normal times, afford some nrotecln 
.gainst domestic producers who may wish to raise prices to exorbitant 

end steel The United States has always had large iron ore suo 

rhe’hTesabTRLg near'Laltsur""" d“ “P” 

nnua. output, m "ch of ^Z 
Ithough “h"; itijsmce rs^S formic 

z: ::iz zzitz::z: zzz ™ ’ 

lam m this country and can bp • si 

vek. This, of coZ is enouiri r” '““i 

eans that on this score we nefd b S'""”''®"* at least and 

id inefficiency cannot be condoned ”"ir'^ 

.ened as recently as 18,5, already^'^lost 

" ha'usted ;rele™ ;ear™'’*"’ would 

The nonferrous metals. Copper lead t,nrl v- 
estern states and usually occur in isolated lai'gely from the 

:ade ago, the United States was the world’sT"" 
tals with the result that depletion has .^."gosc producer of these 

-blems of supply are almost ce™™ to beT®''rf serious 

don. For example, Michigan and Montana“once ^ 
h-grade copper, now are very expensive mod Producers of 

-per mines in the world, morZthaL mileUl“T' 
e of extraction are veiy high. As a result Z’ ™ ^-ch-gan and 
oeeign competition have called for, and 
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shield them afjainst low-cost foreign producers. Our copper situation is com¬ 
paratively good, however, when compared to that applying to lead or zmc; 
this is because of the newer, still low-cost, copper mines in^ Arizona and 
Utah. At the peak wartime rates of production, this country s commercial 
lead and zinc resources Mould have been exhausted in five years and our 

commercial copper supplies in tMche xcais. 

It is fortunate that much of our copper, lead, and zinc come from scrap 
metal, thus reducing the drain on the primary sources. In 1946, scrap copper, 
lead, and zinc recovered amounted to approximately 40 pci cent, 60 per 
cent, and 10 per cent of nexv supplies of each metal respectively. 

Copper furnishes an excellent example of a resource xvhose users have 
been but little affected in choosing locations by the source of their raw 
material. Although nearly all American copper is produced xiest of t e 
/Mississippi, most of it is consumed on the Atlantic Coast, particularly in tie 
Connecticut Valley, xvhere, in colonial days, American copper mining began. 
As a result, copper smelters too are located in the East and copper is sold at 
a uiven price plus freight from New York to the purchaser. In s.milai 
fasiiion zinc has been sold for many years with Ixast St. Louis, I hnois, as 
basinu point, although much of the production is hundreds of miles away. 

■ Most bauxite, the main source of aluminum, used in this country comes 
from Dutch Cuiana and other foreign sources. The largest domestic sup¬ 
plies of this ore are found in Arkansas. High and medium grade reserves are 
nt .,,,..<.,000 cons, cnoogic foe only two to vers nt 

,04, ntilr/nrion ones. Tl.c n.incnils chnt hsvc Icccn d.scusscd he e aic chose 
most essential to out economy. It is not possible to consuler ell the otlicis 
”1 hmite.1 spoce choc is ovsibbic, bnt in gencml we ,noy to,terete the 
openinir remark that in the case of most minerals, the United States las a c 
ni.ete supplies for the next scvcml tlece.lcs et Icest, elthongb ,t 
sLs snflicient tp,entities of sttch intportettt ttnes tts t.tt, tmttgenese, end ntcltcl. 


THE NATION'S FOREST RESOURCES 

..■orests elweys hevc fttmisltctl e weeltb of t,soft,I prodttets. As e btiikl- 

Ing I, evetfit, this egc of steel end plestics, I.. velty ere tnetty. 

Alinost ell rtirel homes i.i Americe ere of frentc eottstntettott. M , . 

wttotl provitlctl wtinnth en.l light ft.r gcticrettons of Amertcens y to ■ 

.tin eesy reecb. Millions of of ^cr 

ing. Aiticrioe's denietnl fttr rcetlitig tn.ittci e.i s m g ^ 
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from the cellulose content of wood. Rosin and turpentine, the naval stores 
of tradition, are still very valuable and must be obtained from trees. Maple 
sugar is another forest product. 

Forest land covers about 600,000,000 acres, one-third of our land area. 
Our richest lumber regions are in the states of California, Washington, Mon¬ 
tana and Idaho, but the Southern states of Louisiana, Alabama, Mississippi, 
Fexas, and Arkansas are also plentifully supplied. The economic importance 
if this resource can be appreciated from the fact that the annual value of 
urn er production alone is usually about $750,000,000, while in the forests, 
umbel mills, and woodworking industries, large numbers of people are 


Two chief varieties of timber are to be found in this country. The most 

emrr' T f^he spruce, the pine, the fir, and the 
ct, w ich are widely used for construction purposes. These are to be 
m both the East and the West and contptise ab™t 85 pet cent orout 
mailable saw timber. Hardwoods, such as the oak, the maple,^and the poplar 
e confined largely to the Eastern forest areas. ^ ^ 

f thfr'T' T does not provide one 

F the brighter chapters of American economic history. True much of X 

Michigan, Wisconsin, and Minnesota'thed'inthe’s'’“h''’ 'h" 

-rthwest, the same process has been rleated Each 

^ destruction of giant forests that took centuries to Z 

■tod, this reckless exploitation produces a ‘■boom” in whfch' ' 

■W and prosper. But once the lumber is gone the T n 
n there are only ghost towns, poverty-strfcken 1^ I abandoned; 

iCrcet^ V XeTuLr> 

y atter year. One reason has been the greed of 
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men who b(!u<4hr timhcrland clieapiy and w ished to realize immediately on 
their investments w ithout heed of the consequences. Then, too, there w ere 
pressing demands: pioneer farmers cried for cleared acres of fertile soil; 
railroads needed millions of wooden ties as foundation for their steel paths 
across the continent. In part, it was the lack of knowledge as to how a 
fQix'st—with its lonti Qrow th period and heav)' annual costs for taxes, pro¬ 
tection, and interest—could be detxloped so as to bring in an annual letuin. 
Finally there w as the optimistic assurance of the inexhaustibility’ of our vast 
forest' areas. Only recently have w e realized the dangers of this mad deple¬ 
tion and w e are just beginning to take steps to avoid these danger. 

Of our 630,000,000 acres of w oodland, about 460,000,000 comprise com¬ 
mercial forest areas. About 40 per cent of this is still stocked with old or 
new timber of the best grade. Another 40 per cent is restocking fairly well 
or has reached cordwood size. The remainder is restocking poorly or not 
at all, its original clearing by fire or other means having ruined its prospec¬ 
tive usefulness. . 

The decline of %eood comuwinion. Per capita consumption of tvood in 

tliis country readied a peak aliout 1906 and lias declined since, ii hile total 
consiiiiiption has not groien with oiir increasini; population. I'or bulking 
purposes, plastics, metal alloys, and other recently developed materials have 
reduced the demand for wood. In part the responsihility for decieased 
himher consiimprion iviiist rest on the luinher industry, which has lagge 
behind other industries in elforts to Improve its product and adapt it to 
satisfy consinner needs more ade.,uately. In recent years the I-orest Service 
has pushed intensive investigations whicli have revealed uses 01 Moot aiie 
ils products ill many fields, particularly in the chemical industry, he om- 
standiiig advance in lecliiii.pies of using wood during recent years has bee 
ihc elefelopment of the Hetty process for turning the slash pine oy 
South into wood pulp for iieeispiint production. Alreaely this 

indiislty is adding an illiportailt ecoil.. resource to .some o . 

depressed areas in ihe Soiilli. And especially eiicouragiiig are repoits that 
,„ai,y pans of this area a tree is planted for every one yt down. 

Ill 19,4. Ihe National Resources Coniillitteo estimated , 

forest drain annually to be about 10,500,000,000 cubic ,,„g 

bolh liiiiiiali uses and losses from lialinal agenis sue I .is ’ ,| , 

disease. In Hie period 1915-9, nnr annual groevth of 
hllle more than half this total, and replaced only aholll oilc-l 

grown saw ... Since then, intensive etiucationa cllotts lyric 

i:’,resl Setviee and other agencies have resiilled in 

so that the ilisparity has been narrowed somewhal, bin t le aniiti. 
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ceeds the growth. If present trends continue in both production and 

option, this country faces the prospect of a timber shortage within 

:xt few decades. This will come when our virgin forests have been 

ted, and before the second growth has reached maturity. The result 

e higher prices and lower consumption. Perhaps the most effective 

) reduce the present drain is to increase the efficiency of tree utiliza- 

nce often more than half a tree’s lumber even today is wasted or used 
lomically. 

be domtmnce of pivtte forestry. Four-fifths of our commercial 
:and IS privately owned, and it is this fraction which produces about 
cent of our crest products annually. Public forest land, most of it 
by the federal government, has been much less exploited and is today 
our chief reservoirs of future timber supplies. Most of this public 
much better protected against fire and other hazards than are private 
teas, with corresponding differences in losses therefrom 

, demand, and other factors affecting industrial location, resolve 

d and paper production are in general located fairly c Je to rimL 
ter-power sources. The use of newsprint, howeJer, is & ersed 
out the country; there is a newspaper, magazine, or other foL of 
matter produced in almost every community of the United States^ 
e-making, on the other hand, is largely labor-oriented and K 
centered near the Great Lakes, whefe L skied 
furniture-making is principallv locaterl Tt- * -r 

e-half of the lumber consumed in this ^ '^®issippi River use 



CHAPTER FIVE 


Our techniques of production 


TECHNOLOGY AND SOCIAL CHANGE 

Political and military events often blind ns to the technical develop¬ 
ments which may exert the most, profound influence upon present-day, 
society. The peacetime admiration of the wonders of science and industry 
is not as general as it formerly was, possibly because such an abundance of 
new and wonderful things has been produced that we have come to take 
advancing technology for granted. Even though powerful reactions of 
admiration, awe, horror, and fear were literally jerked from people by such 
spectacular wartime inventions as radar and the atomic bomb, it is generally 
true that peacetime marvels undreamed of a few years ago are today ac¬ 
cepted as commonplace. 

The student of the contemporary world cannot, however, disregard the 
impact of technology, of the union of science and industry, upon social and 
economic institutions. The basic factors in human behavior remain much as 
they always have been, but changes in technology during the last two 
centuries have given them new means of expression that have alteied 

course of history. , 

TcclMKibgy was defined in Chapter a as “industrial techniques and 

nietliiKisIt soinetimes is called “the state of the industrial arts It « 
cateunrv of hrodiictive resources having a peculiar dynainism of its owi^. 
This dynamism requires some explanation and illustration 
Ciilar relations of technology to our social cnvironnient may be ele. . 
modem factory system would seem to have followed as a consequence 
the liritish invention of certain basic machines, such as 
and the mechanical loom. But other factors also were ™ 

velopnient of profitahic new markets in Asia and Anieiica trea . g 
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icentive to improve methods of producing goods; at the same time, the 
roduction of goods m greater quantities was stimulating the search for 
£w and larger markets. The classic question of the hen and the egg, \vith 
numerable ramifications, arises when one tries to unravel causative fac¬ 
ts in history. Technology does not flourish in an isolated test tube and 
e subject of th.s chapter is but one of many interreacting social firccs. 
knowledge of the changing relations between capital, labor, government, 
d Other features of the economic pattern will throtv the trends of tcch- 
logy into clearer relief, just as the latter will help us to an understanding 
how these other features of the pattern have developed. ^ 

Modern technology has, of course, been one of the most important 
. ors making for social change in recent history. An appeal to ones onn 
mory is all that . needed to confirm this statement. tZ moving p-cture 
the phonograph, for example, are relatively recent inventions Vet all 
m have exchle terr- 

earlier, began to crowd out reading and parlor games. Home enter^ 
iment patterns are again in process of change with the coming of televi- 
u A single generation back, family excursions were limited to those tl t 
d b made m the horse carriage, trolley car, or train. Today tlie al 

.I.4- : 

el, have more than personal applications. They*’have"wron« de' 

>ugh less apparent, changes upon society through their l 
ng the melting-pot process, in breaking down sfctional barrt “T 


INOlOGICAl PROGRESS: BLESSING OR CURSE? 

Mvances in technology are not unmixed blessings and t-h . 
h they bring in their wake involve difficult and f ^ t 
ljustment. Particularly since the devdopment oTT 
-ists are beginning to realize their responibihties ffi h ''""T 
? with scientists, statesmen and businessmen *^he world, 

isingly concerned with the oroblemc • i j finding themselves 
y Ma cha„,j„g »~racS^^^^ of 

stabJi^ i„ rHe economy as a whole typjy is LiThrtugh 



,04 OUR ECONOMIC RESOURCES 

some kind and degree of control in the public interest rather than through 
a cr\ stallization of present-or a reversion to previous-methods. During the 
economic crisis of the ly^o's, some people demanded a return to the \vays 
of the past, and others seriously proposed that a moratorium be declared 
upon all technological advancement until stability could be secured. Much 
as people in ueneral might prefer to heed such demands, they cannot. One 
rtMilt of technology has been to destroy that implicit faith in the wisdom 
the past, characteristic of other ages and cultures; an appeal to the au¬ 
thority of our ancestors docs not command the respect it did in, say, the 
Middle .\ues. Intensifying this condition is the tact that the evolution of 
tcchivdocv is a de namic process, driven constantly by a variety of causes: 
the search' for pr'ofit, industrial needs for new materials and methods, the 
exigencies of military security, and even the advancement ot knou ledge lot 

its own sake. 


THE EVOLUTION OF PRODUCTIVE TECHNIQUES 

()„t rcns.m ...n.lcrn niscs s.,d, Jilllcuk prohk-.n. is the 

sped u.tl, which .1 IS .level.,piiip. M.ist i.i.hisiniil pi.ieliees m the el.ise .. 
,l,e eiehleeml, eeimity hiul ti.l-ei, slupe sl.is.ly ..vet luliulte.ls .,1 yci.ls, lU 

liii.l bee,, h,.ll„we.l by pcetnliells „f „se. The l.,n„s .,1 I'""j,,'' 
bee,, f„t 't«'.y ee,..„.-ies, n.t.l theit uses l„ul net i.l.e e. ^1,^^^^^. 

,„e„b,llv. Ihe leisie le. Ilili.pies f<,|- si.lellii.p im.l p.„l )i"i! "g • h 

br„„/e'brass, a„.l s.eel, we,c l.„„w„ b, the a„e ,e,„s. I „.,ls lia.l ehaltpd 
„„|y i,; .leb„l ,l„t,„p .he ee,„„ties. The i,..l„st,ial arts were ,„.t a st„„.g y 

dynamic force for change in society. ,• • i ,1 unrl' 

■ ,.,a„h,e.„„. .Iepe..,le.l esseir.ially up.,., .he in.h,s.,y ef ....hvHI, 1 - I. 

ers ,M„ l„„es we,e „f a .aai.le a,..l i.either p.,wetl.,l ,„.r l>,.e. e- 1 g 
sea's l„'„„e,l b, .hat whieh e.,„l,l be siipplie.l liy l,.....a,. .,r "gg g’ 

,;;;k' l,er wheel „r .he wi„.l,„ill; a,„l .he ,„a.e,ials „l wh.el, "'g " 

svere iiia.lc w.inl.l |,ct,iil. ..either l.igh spee.ls an.l s.iesws, l.,il le '"g 

1..-- ... o c,.,.- 

„f ,„a, l,i„cs was ... supply .. p.,s.e. a. a g . 

.. 

the «inality or iinifonnity of the piod ^ . h ..ndciLM. long and ar- 

tied up in productive processes, nit dexterity of lumd and eye 

diious jicriods of ap|irenticeslup o acti Y , ^ 

and the wisdom reipiired to prodt.ee wo.ks of ait. and 1 
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age necessarily a ^\■ork of arr. No two pieces, even those jnsuhu eh i-, 
the same shop by rlie same u-orhman, were exaetb' alike. Imleeh. Inr 
striving for uniformitv of prochict, gcod N\orhers often consri,.„s|v hi 
to make each piece tlicy turned out diflerent fr,,n, oilier piece. ( .ci- 
erally speaking, M'orhshops M erc familN- enrerpnses, and to., Is ere sin,,,!,., 
and inexpensive. I'his uas the .state of industrial affairs v hen, m ,-Oe \\ ,,, 
Qcvised a .steam engine that could be used to operate itru hiues 

The spinning jenny (,767) and the mechamcal l.,om d-so) v ere the 
culmination of a senes of attempts to impnne spmnino and vesn im. ,0 
meet the de.oanels <if Kngland's grou itig tnarhets. 'rhex- esm be conn.lei j;i a. 

tn'l .nT "k” n''"’!" d 'vsnl.s, h,„|, 

.lll> .irp socially. Isai-licr miprovcnicnrs In the l.a.ni, nolaMv ,1 k iK 

nciMscd y output of the hand fo,,,- or live lol,!, and mule ,■ 

nccessaiy for each teeaver to hare one or nio,c assistants. I i,c cenc uaons- 

dtl V troVT''"'" "C"' -h eased iua,- 

dueny.n of the treare.s, and th.-ead hccan.e rclaiivch- sca,r c l;,„ a,; , 

spinning ,e„ny, one arorker could ca,-e for cittht spindles ins,-. 

and the situation became unbalanced i,i the othc,- di, ecrio,, I " iV' "' 

technological adrancoinent, strongly ,-cinf,„-c-cd hr th- I- I 

mg markets, finally brought forth the mechanical p.if ekl" " 

reversing the relationship. This in turn called f '■ 1 , . ,. 

to the spinning jenny, so that one worker eouirsupcrvobdi"' *' ■ 

eighty spindles. the operan.in <,f 

effects of the new techniques 

. 

Pla.ved an important part in the final btS .,r::; ;;;rr 

aystem and the establishment of modern indnst,'- I , 

piietors, tvho could easily afford t-o ‘ ^ eier\. Indnidual pro- 

and to operate a small shop^usualKi h”die'^" '""‘"a 

their fanulies-could not LnTpTtek"'t' ''clp of 
lowered production costs of the new ^ pi oducrivitN- and 

cases, afford to buy the expensive new m^adltr'Tf''' 
their shops and to xvork in factories belon ■■ ' to lexn e 

capital to purchase machines. Furthermore 

mpidly as the productivity of the machine’ ' expand as 

opment forced numbers of ^oZs o^T. -- klevel- 

tetained their jobs the benefits of their skilk-'T^' «vment and cost those who 

then skills. Inventors and mill owners were 
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frequently the victims of violence at the hands of vorkers whose jobs were 
threatened by the new inventions, but strong social resistance did not stop 
the stream of improvements. The British hand-loom weavers were merely 
the most famous of those groups of workers whose skill lost its value as 

the Industrial Revolution progressed. 

The early textile 'machinery fostered other far-reaching and equally 
siemificant technical changes. A steam turliinc, as a scientific curiosity, was 
knoevn to Hero in i:o ii.c., and the revived interest in scientific matters 
in the eighteenth century led several scientists and inventors to experiment 
y ith stelm devices. These probably v ould have remained laboratory toys 
had not the invention of industrial machines that required mechanical 
power added an economic incentive to spur the development. Although 
steam pott er v as first used commercially to pump water from British coal 
mines, it owed its continued development to the increased use of machines 

in factories. ■ i 

The i,KTC.is«l me of meehincs, of coufsc, niso brought about the 

,u.,ehiue-tool iutiustry. Until the close of the eighteenth centuty, the 
hnmuict anti cld chisel, together scith the simple tutnmg lathe and dni 
press, constituted the entire e.pup.nent used to ht.ild other tuachtnery. But 
Inachincs invoicing the sinutitancotis n,oven,cut of eighty spmdles could 
not he crn.lely constructe.l, anti this era saw the tievelopntent of ntac une^ 
for malting plane surfaces, and of tievices to h,.Id the worit firmly so 
The operation of the machine could be more precise. 

•l-he mechanical revolution brought with it yet anoAcr development 
worthy of note, the new technology of mater,als. 1 he ^ 

stinnda.etl by its own atlvances. '-' 'X , i„ 

: ok A: 

:r ':r;.. .. 
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arly time the onward surge of technology was irresistible; in 1709 coke 
«s substituted for wood as a fuel in smelting and refining. Thus the steel 
idustry already existed when the new machines and steam engines were 
ivented, and it helped to make possible their commercial development, 
ac ines required metal of uniform quality and of greater strength than 
as common at the time, and steam engines complicated the metalkirgical 
roblem because metals are neither as strong nor as hard when they are hot 
arly engineers realized that greater economies of operation could be ob- 
from steam engines operating with high steam pressures, but pres- 

2 ot 7 f makT "“f F-ti^able Ltil 

, . quantities brought steel boiler plates 

thin the range of possibility. Boilers in operation^today gene te smi^^ 

girurto f “d"° «--p--" 

on i It ;The -'-‘li- 

I Z 1, [ “ ® tntroduction, steel could be employed 

y for small machine parts and structures; it was made in such smafi 
ches that quantity consumption for steel rails, for bridges and for build 
r would have been utterly impossible. Some idea of the" changes wou't 
s process of steel-making is suggested by the fact that whfn steel rails 
_e sub.ituted for iron, the life of the rails las lengthened about “ 

nodern tecLology. Th^re^Tltr If'this thtpl^ ^ffoc tedtl" 

S ITh :l that aie dosS 


rces of productive power 

X*,”'sr;.t 

* VI h«= c^iclmcd rth r'Y' 

vheels of machines and to carrv fnrw-, ri ^sed to turn 

•olysis, although its uses for heaLo- /v ^”<^ustrial processes as 

n any generafdiscusr„tf en"^"a basic" 

which energy can be obtained, h is a law^rnar'^h “ 

■ither created nor destroyed, but this law i. u 

‘cal application by an equallv funi modified in its 

y an equally fundamental natural law, the second 
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la\\- of thcrmodvnamics. This states that in any enctgy system isolated from 
outside interference, a change in energy must be from a more available to 
a less available form. This means that energy ti hich now exists with a high 
potential of usefulness, as for example, the energy stored in coal, must in- 
evitabh' lose this potential ^hen it is used. Although the time period re¬ 
quired’for all potentially useful energy to run down to such an extent that 
human existence will be impossible is so great that it is of onl) theoictica 
tcrest, the rate at which power is being used at the present time is sue t t lat 
the finding of new sources of high energy potential is becoming a pressing 
problem. The natural resources affected by this problem were discusse in 
Chapter 4. A brief summary xvill suffice, therefore, at this point. 

The most important energy source for the earth is the sun. Some efforts, 
generally not .nccessft,l front a eonnnercial point of view, have been ma^ 

?o capti solar enetgv chrectly by ns.ng tbc sun’s ravs or heatuag. to b) 
far tile greatest sot,tee of solar energy is tnclireett tt results f™'" 
st-ntl.esrs process, by winch living ttrgatusttts store up “ 

for,ns. Coal, oil, a.td wootl a,e stores of tins It.nd, The ftrst “ 

arc the resolt of p,„cesscs v ltici, ocenrred i,i geologic tnnes, and ) 

d up rhev cannot be teplaced. banncally ..gh, .h«c two s»r« a 

the ,„ost conveuent an,I concentrated .vet tltscoveted. Wood, th 
,1 cahle, tloes not have nearly as concent,atted cnengy content, a, 

: tone nnsatisfaettny for p,’.ring the intense 

re.|„i,e.l for n.any ,ndusr,aal p,-ocesses. In add,,,.,,, P" yy;; „ 

,,,, energy ,ej,re,,,y,s^at ,he 

r" ce w V .. than c.ongh snpply tins generacon. 

known rcsoincts, wc n.i\c o cncrev 

T„ supplement coal, ttil, ami tvootl. ‘TThccn'ttscd a's a sourex 

uetchi.tc which provi.lcs water power, W md '''y" P 

of cne gy, bnt its power is nciilier g,-cat no, t e|, ' ' ’ . , ,|,„s 

sonrccs of energy, ,„lcs and volcamc ^ 

far have nor coiuribnteil greatly to the tola p> I satisfactory 

petintents ate being toatlc loolting ... n.ctl.ods of de. ,v„y .sa, ) 

fuels from iigricullural products. 


POWEH GENERATION 


)\\'cr since the 


titles bavc Ipcen ma-lc in nictltotls of generating pt 

wltet, water wbcels, w.minnils, amt 


(ircat St 

start of the Industrial Revolution, 
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nimals supplied all the power that was used. The first advance came with 
le use of steam engines for pumping water, both for domestic water sup- 
ly and to clear mines of seepage water. In 1760 a reciprocating steam 
igine was used for operating a blowing machine, and the era of steam 
ower was inauguiated. Improvements were made to increase the steam 
Igine s efficiency, and it grew in size so that it could supply the power 
:eds of individual factories by a system of shafts and pulleys. When, at 
e close of the nineteenth century, the electric dynamo was introduced, 
mands for greater power-generating units were created; electrical sys- 
ms became city-wide, and eventually nation-wide, instead of being limited 
a single factory. Reciprocating steam engines large enough for this pur- 
•se would have been extremely unwieldy.^ 

The problem, however, did not become serious since this type of cn- 
le was replaced by the steam turbine, which came into use almost at the 
ne time that the first dynamos were installed. The turbine has distinct ad- 
itages over the reciprocating engine: (1) it develops greater po^\•cr \vith 
s size and weight; (2) its working mechanism is a simple rotating shaft 
compare with the cumbersome and massive piston, connecting rod, and 

•! ’k, “ Tlifs last fact 

■ made tt possible to exploit the efficiencies inherent in the design of laroe 
ctrical generators. ° ^ 

As a result of this chain of developments, electrical power has been 
generally available to industry. Electricity does not represent a new 

>nnts of power, the year’abont Te mm or'the'’®centuryV’''’‘‘ f^'r 
fact that the engines trleCChTt hhT 1 

clea, and tl automotive Lusmy wL bfm s i -‘f-P-PeUed 

, important improvements have be d 
of development has led to higher andllLh ” 

Even as late as the ^101^ ^ ^ 

>f the “wonders” of the Philadelphia'EmSdo “"ention as 

s low-pressure reciprocating engine of more th"a„Tcert;”X“ “ 
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demand a greater and greater refinement of the gasoline used as fuel. At the 
same timet a different variety, the Diesel engine, using a relatively low 
grade of fuel oil, has been improved and brought into general use. One im¬ 
portant economic consequence is that it helps to restore a balance that had 
been destroyed when the demands for high-grade gasoline created a surplus 
of lower-grade fuel oils in the distillation process. Recent developments in 
internal combustion engines include jet propulsion, now limited to military 
airplanes, and the gas uirbine. Both of these promise more efficient operation 
with cheap fuel, but it is still too early to evaluate their importance. 


ENERGY FROM ATOMIC FISSION 

The extent to which atomic energy can be utilized commercially re¬ 
mains debatable. Experiments continue with a view to determining how this 
tremendous energy can be successfully transformed to usable fotms, but the 
results are, of necessity, kept secret. For atomic energy to be generally use¬ 
ful, methods must I.e perfected to change the energy released by the nuclear 
reaction into cicettical power. Present estimates seem to indicate that if the 
technical problems of transferring the heat from the nuclear reaction to a 
suitable fluid can be successfully surmounted, electric power from atomic 
sources can be produced at least cheaply enough to compete with coal m 
many regions of the earth.' The heat created would be too intense to use 
for Lam generation, but engineers have already had espcrience with the 
use of mercury vapor in power plants, and the problem docs not seen, in¬ 
surmountable. The cost of generating power, however, is but a fraction of 
the total cost of the electrical energy delivered to the consumei, and m 
view of the heavy fixed investments in present power-generating etiuip- 
ment, it is doubtful that atomic energy will replace coal in areas where the 
latter is plentiful and electrical generating capacity alreatly nearly adequate, 
ft is estimated that atomic energy plants, to be economical, will have to ex¬ 
ceed 500,000 kilowatts in capacity; at current rates of power consumption, 
only fifteen or twenty cities in this country could use such » P'"'' ■ 

Despite these somewhat negative considerations, atoiiiic enc gy J 
exert a significant innuence upon the economic structure of the woild. 

, Rcecni esu.naics iiulicatc ,l« elceltiei.y ecneralc.d ft. 

I,etwee,, font an,I ..liMs ,wr l.ilowatt-l.our, "I’™ 

','::::i'wrr iri' uni;;:; 3 ..Lnuing -f m ^rge..ti,.,c 

wt: is :!,;::: ,,r.en. grner„.:„« me about sixteen to eiglnoen nulls. 
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ustrial areas tend to some extent to cluster around coal and iron supplies, 
Ithough, as shown in Chapter 2, there are notable deviations from this tend- 
ncy. Some industries which are not directly dependent upon these two raw 
laterials are forced to orient themselves toward these areas, because it is only 
lere that power and other services and facilities are generally available.^ 
-tomic energy may reverse this process, so that many parts of the country 
hich are not necessarily backward industrially may be able to develop At 
le same time, areas which now are highly developed because of their con- 
juous coal and iron deposits may suffer the loss of their superior positions, 
iphcations of this order cannot be limited to national considerations, and 

e use of atomic energy, if it is at all practicable, will inevitably alter the 
onomic pattern of the entire world. 


ANSMISSION OF POWER 

mratlef h available have been ac- 

jdLh v" and improvements in the means by which it can be 

thod is seldom used except in sill installation' xi ns ofTet’ 'I 

'rt-be 

.■bines may take power from the sarengTnt aid 1^^'* “ ''d 
mce of the power plant The old'f'^**^ ^ located within a reasonable 

e lark. d4 an^ “IrraT' 

:ion of electric motors ^2 122^2 
: removed to give greater light and air rh 

from any mechanical conneftion -- --<7 

A change in th' and most smaller 

h as a metal compeLg “f alumimm 

" electricity instead S coaI ' a F-esses: 

f a constituent part of the iwld b- the fonn 

been located near cheap sotnues rf Wdf 1 Al™mum plants, therefo™ 

'onal coal and iron cenL bydroeiectric power rather *a„ c ose „ 
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factories could dispense with the operation of thor ow n power plants and 
buv pow er fnnn the unlitv companies more cheapl\' and with less trouble. 

Althoimii it is possible to use belt transmissions to supply power in 
any combination of angular relationships, in practice it is vciy difficult to 
do so, and most machines and shafts are laid out at right angles to each other. 
The electric motor has removed this restriction, and it is now possible to 
place the motor at any desired place on the machine. It also permits addi¬ 
tional flexibility in design in that two or more motors can be used on the 
same machine, thus making it possible to have power at varying lates of 
speed at different points wathout the necessity of cumbersome gear trams. 
Most important of all, the electric motor gives greater freedom of control. 

A simple push button starts and stops it, and this control can be located with 
reference to the convenience of the operator rather than to the location of 
the motor. With the development of electrical sw itches actuated by beams 
of lisrht, changes in temperature, weight, position, or the passage of time, 
fully" automatic machinery became possible, and m many processes woi t- 
ers whose sole occupation was to start and stop machines and to transfer 
material were replaced by a single operator who controlled the w hole proc¬ 
ess by a set of switches. 

The «klcs|)i-cail vise ..f electrical peteer in ineUistrv 'fas made possible 
l,V ahem;,tine current, rihieh penults purer companies to transmit their 
pmer at voltages as high as 2K7 ,.k.o to distribution points, and there to Mp 
it down to voltages that ean safely be used in homes and factories. The 
power lost in transmission lines is imieh less than that lost in be ts, )ut " 
the distance is measured in miles instead of feet, practical limits are imposed 
upon the distances over which the electrical power can be transmitted, riiis 
fact nialies it impracticable at the present time to locate pmvci p 
coal supplies-whici, woulil eliminate the costly transportation of fuel a 
renders many otherwise escellent sites for hydroelectric plants useless c- 
catise they are too far from the places where electricity is needed. 

DEVELOPMENT AND USE OF NEW MATERIALS 

Moileni materials greatly extend .he possibilities t.f the designer in evyy^ 
field hor ages the ma.erials available for ...echameal and struct n.il 

consisted of metals, wood, and such building ,d. 

glass. Trogress in the uses to which steel is put alteady has been 

1 in,™., nnw in ptugtess .. mwanl 1'.."- .n....™i»->" 

cvcniuilllv at V’"."'*'’ 



OUR TECHNIQUES OF PRODUCTION 113 

Jloys such as nickel, chromium, and manganese have greatly increased its 
ardness and strength, have made it resistant to rust and corrosion, and have 
tended the temperature range over which these qualities are maintained, 
ecent improvements in methods of casting steel have made it possible to 
-o uce intricate objects of steel without the necessity of first casting it 
to ingots, then rolling it into shapes, and finally subjecting it to a lonn 
id expensive machining process. ^ 

The nonferrom metals. Similar progress can be recorded with nonfer- 
us metals. The production of pure copper, so useful for electrical pOM-cr 
insmission, was made possible through the development of the electrolytic 
ocesses, and this method has increased the supply of other metals which 
aerwise would be very expensive. 

The most significant development in the field of metals lies in the intro- 

ter 7 l ° A and magnesium, as fabricating 

tenals Among the most common of all metals, they have not been ai aib 

e until recently because of the difficulty of releasing them from the com- 
ds in whiy they are found in nature. Both required painstaking tech- 
research before practical methods could be found for producing then, 
both are economical only when produced on a large scale. ^ 
lummum in particular requires great quantities of electrical power 

= theTanitlrreo" 'T companies can pro- 

p quired to set up and operate the plants. This technical 

^ J • provided a great impetus to the production of 

u ma;t'th^; t" Folf 

y e future offer serious competition to' steel as the IpnrI' 
luting metal, although at the present rim^ it is used laSl , wh:.e tf 
■use of Its greater weight, would not be practicable It has n o 
red up entirely new fields for designers and f ' 

e fields, it is possible that it wffiTot offer any “ “ 

ent position of steel as the prima^ industrial me^tar “ 

a new and dif- 

been used industrially for a long time 's, * ’ 

.nd impregnating materials Increase the strength'an 7 “eT 

egnation with resins is also extended to nnrf j ulness of wood. 

>g in tough, hard, and light materi7 which^^" ■>nd textile products, re¬ 
harden into shapes difficult to duplicate in otheTwC 

s ICS are orgamc compounds not found in nature^ The h 
icteristics in common: at some stage In .h ■ ”“te- They have two 

some stage m their manufacture they car 
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easily l)e cast or shaped, aiui they set in a more or less rigid condition. They 
are classiticd as thermosetting or thermoplastic, depending upon whether 
thev set permanently hen heated, or soften each time that heat is applied. 
These synthetic compounds have frc(]ucntly been called tailor-made because 
chemists, through their knowledge of the structure of organic molecules, 
create them to satisfy a predetermined set of qualities. Light, tough, corro¬ 
sion resistant, varicolored or deed, easily formed into intricate shapes wit - 
out machining, they are revoUitioni/dng the design of householci furnish¬ 
ings and industrial products. Their colors never w car olT because they are a 
paS-t of the material itself. Some plastics have a natural, smooth hmsh which 
resembles a high polish, even after hard wear. Transparent plastics are not 
brittle and are adaptable to many uses impossible with glass. Industually, 
plastics are valuable because thev can be used for electrical insulatmn, an 
for a variety of light shapes difficult to duplicate in metals. Extruded as fine 
threads, plastics rival natural fibers. Both wool and silk have been success¬ 
fully duplicated with synthetic plastic fibers. Plastic bearings for light loads 

rciiuire only water as a lubricant. 

In spite of these extraordinary properties, chemists have not yet made 
of plastics the “ideal” material. Taking the held of plastics as a whole, a- 
nny desired physical pr.,perry ean be obtnined, but the -bre ™ge 
desirable properties does lu.t appear to reside in a singe '>!’■= ? 

Synthetic'(iliers. for esainple, although superior in some - - “ * 
natural ones, are steaher ulien wet. The search ' ? “ ■ 

lietter physical properties, and capable of being manufactured out of chcayet 
ma,trills, has rc'siilt'e.l in a steady stream of new plasties entering the miuteh 
This condition has tended to make the industry extremely 
manufacturer who begins to turn out the latest plastic ' 

a superior pro.liict is not already ayailable in the laboratone . hot this tea «, 
the iianuf ctiire of plastics has tende.l to gravitate to the ^ 

„shed chemical companies. Such companies can 

that may result from rapid obsolescence and can man 

search facililies to keep abreast of new developnients. 

The siliames. An enlirely new family of siihstanees, the silico 

not vary greatly within wide ranges ,.,, 1 .- 
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ilicone insulation materials and using silicone lubricants can be run at much 
igher temperatures than is possible under ordinary conditions. Silicone lu- 
ricants not only do not lose their viscosity when heated, but they do not 
ongeal with decreases in temperature. Silicone rubbers are resistant to oil 
id gasoline, thus offering important advantages over both natural rubber 
id synthetic rubbers of other composition. 

This account of relatively recent technological progress affecting ma- 
nals IS by no means exhaustive; it is presented here as illustrative of new 
welopments in this field and their implications. 


DMMUNICATION AND TRANSPORTATION 

Cotmmnicmion. The discovery of electricity made possible a whole 
w field of commercial activity-rapid communication. The first telemaph 
presented a fairly simple application of the principles of electromaffnetism 
much more complex problem was solved with the invention of the tele- 
one, and continuous progress has been made ever since to improve the 
iilmes for telephonic communication. The first telephone circuit was car- 
over a system of parallel wires. It would be physically impossible to 
e the present number of subscribers with such a system because of the 

sLe t “ “ “kphonic research has made it 

es ThL'T ^ "yy 7’"'"^«kns simultaneously on the same set of 

gested switchboards in metropolitan areas. The quality of lone-distance 
Thone service has been improved through the a^plicaLn of Lt:™" 

A parallel development has resulted in teletype machines whinh „ 

istical theory and nf \ radio, of the applications of 

:arch have come many of ^ materials. Stemming from this 

• hastened The 

ir and loran, two devices which gavTthT AlIi7^^^H culminated in 

Axis in navigation and in detecting and trarh’"" advantage over 

projectiles. ^ ^ tracking enemy vessels, planes. 
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nicil impro\cmcnrs. The railroad supplanted the barge canal and horse- 
drawn mtKks of transporration; perhaps its greatest early achievement in 
thi^ counnw was to make possible the rapid growth of the West. After 
\ cars of domination f)f tlie transportation held by the railroads, motor ve- 
bicles siiecessfulK proxed tbeniselves in World ^^'ar I. Since that time the 
railroads ba\e bad increasing competition. The advent of the automobile, 
ti'iick', and bus has greatK’ curtailed sbort-baul railroad traffic, except in 
areas where the (.!eiisir\' of population makes rapid-transit raiKva\s econom- 
icalK feasible. To a lesser extent trucks and buses have taken over some 
phases of long-distance transp((i-tarion, offering competition through lower 
costs and nifire llexible schedules. Jhpe lines have deprived railroads of much 
business transporting perroletim. d be most recent keen competition has 
come from the airplane, which has challenged the railroad in the held of 
lone-distance passenger traffic. 'I he bulk transportation of nonperishablc 
irenis for which there is no great haste in delivery, and the mass transporta¬ 
tion of passeneei's can best be handled b\ the railroads. ^ et tlie ncwei fotms 
of transport olfer adeantaoes in speed, flexibility, and comfort that the rail¬ 
roads find hard to duplicate. One result of this new competition has been 
iniproxement of services offered bx’ the railroads, and conseijuent incicases 
in their costs, but to what extent railroads can make up for the superior 
speed of airplanes or the greater economy of motor vehicles remains to be 

seen. 

I cchnological changes are effecting a still more subtle ehangc in rail¬ 
roading. 'I raditionally, railroads and coal have been closely linked, both be¬ 
cause coal forms one of the most important cargoes for the roads, and be¬ 
cause locomotives have been major consumers of coal. Currently the nx'nd 
in motive power is toward electric and Diesel locomotives, and the shift to 
oil as a fuel by other users is altering the pattern of coal shipments. Should 
the current tentative efforts of the coal industry at integration with the oil 
nnd gas business be successful, so that much coal comes to be transformed 
to gaseous or li(|md fuels at the mouth of the mine, the railroads will have 
another diflicult adjustment to tiiake. 


TECHNOLOGY IN AGRICULTURE 

It is ciistoitiary to speak of industry and agriculture ns if they were two 
(iiiite dilferent kituls of occupations. In many respects this is tnie, yet as 
time progresses, the industrial techni.p.es which have removed so many oc- 
cipafit.ns from the home to the factory and, in so doing, completely altticc 
,he economic and social structure, arc invading the held of agncultmc an 
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re bringing about many changes. Farmers have iong been thought of as 
unprogressive” and unfamiliar with modern techniques and processes. The 
ime apparently irresistible impulse to seek greater economies which has 
)rced the introduction of new techniques into industry works, although at 

somewhat slower rate, in agriculture. It already has made significant 
ranges. 

Farm processes are being mechanized. Not only has mechanical and 
ecmcal power replaced the horse, but it has enabled the fanner to do 
any things previously impossible. Subsurface plowing, the curing of hay 
the barn, and the simultaneous planting and fertilizing of crops, only 
g ight the kinds of changes which have enabled the farmer to extend his 
lerations without hiring more help. But these advantages can be purchased 
ly by an extensive investment of capital, and the modern farmer must 
ve sums at his disposal almost as large as those needed by industrial 
sinesses. In some respects, these changes represent a transfer of work from 
. arm to the factories where the farmer’s tools and implements are manu- 
-tured and his products processed for market. The farmer is linked more 
'sely with industry and is less self-sufficient than he used to be 
As this trend continues, the tempo of farm life speeds up. Farming is 

alert to take advantage of the latest developments, and he must know 
date th his extensive mechamcal equipment. He has learned to ap- 
ciate the value of research, as carried on by his state agricultural college 

t T' "-hfr in town ot the’ 

nd d f" These developments are making it harder for 

ndividual to get a start in farming, and the situation is raJdly becoLt 

parable to that which obtains in industry, where both caffita^ and tech° 
ijnformation are necessary for the man who plans to start or to remain 

The advent of mechanization has increased the size of farms and d 
Tt fa™rfinr"““ f^™er-espedally the' 

I have proved 1 be “T’- 

that farms supplying bulk crons such a P®'’' 

«uch food-processing industries a’s canneri“ md quick-freezW 7'’' 

e .he marked for « 
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made to mnnufactufc such industrial prodticts as fuel, alcohol, paints, and 
stTithctic cloth from farm products. 


TECHNOLOGY AS STANDARBIZATIOW 


SttVidiinUzatioi? of methods mid products. I'arly machines were not 
precision instruments. Tlicv ^\cre pnncipallv devices lor holding material 
\\ hilc the worker fashioned it \\ ith his liands or w ith a tool. Nevertheless, 


because they held the material more steadily than the hand could, products 
made with their use were more ncarh' uniform than those wrought by hand. 
As skill in building machines increased, other devices were introduced to 
hold the tools as w ell as the materials. Old turning lathes with a simple tool 
rest clearly illustrate this development. Using such a device, a careful work¬ 
man could produce piece after piece Avith a remarkable degree of uniform¬ 
ity. Because of the difficulty in securing careful workers, not many attempts 
w ere made to produce uniform work on early machines. When, however, 
to these htdding devices w ere added mechanisms for guiding the tool, al¬ 
most any workman was able to produce unlimited cpiantities of piactically 
identical pieces by the simple expedient of setting certain stops and leveis 
and letting the machine do the work. 

These changes had first been introduced not so much for the sake of 
uniformity in the product as for improvement in the workmanship of the 
individual pieces. Once tin's stage had been reached, the advantages to be 
gained from manufacturing large numbers of a uniform product became ap¬ 
parent. If, for example, many rifles for the army were to be manufactured, 
much expense could be saved if every stock were like every other stock, 
and every barrel like every other barrel. The rifle could then be assembled 
by putting together any stock and any barrel, rather than by carefully fit¬ 
ting these two parts for each individual rifle, h'urthermorc, if any pait be¬ 
came v\'orn or broken, it could easily be replaced with a standard part, thus 
obviating the necessity for having a new/ piece carefully fitted to replace the 


old one. . . 

It was not until many )'ears after the first development of machine too .s 

that standardi/ation became an accepted industrial practice. It was hrst uset 
in nianufacturing individual types of protlucts, such as army rifles and ic- 
volvers, and was liniiicd to the parts that went to tuake up those attic cs. 
Still greaicr economies could be gained by standardi/ation of the articles 
that were used in assembling many products. I'.ventually, therefore, engmcci- 
ing societies, government agencic.s, and associations of manufacturers c.x- 
nanded these methods to include standardi/ation of screw tlireads, gcai teen, 
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pipe fittings, qualities of materials, methods of drawing up specifications, 
and a great number of similar applications in all kinds of industrial proc¬ 
esses. So important did this phase of modern industry become that the 
American Standards Association was formed to co-ordinate the work within 
this country. Before World War II it was a co-operating member of the 
International Federation of National Standardizing Associations. Immedi¬ 
ately after the cessation of hostilities, steps Mere taken to revive interna- 
^onal co-operation in standardization and Mithin a short time the United 
ations Standards, Coordinating Committee u as formed to carry on the 
^ork. Standardization, achieved as a by-product of early industidal tech- 

-ation has had both elevating and leveling effects on standai^s of livingTnd 
m cultural standards. ana 

Specmlizmion Specializarion by trades has long been a feature of eco- 
lomic society. The butcher, the baker, the candlestick-maker have played 
yoncrable and historic role in society. A modern development LuWng 

te noTTs ve^tire" ''I^-dUne! 

re not as versatile as men; they induce specialization by their very nature 

. locksmith could do all of the work of making a lock, from blij^g oui 

•rta !ll o?rh® “ T”"''"® A -blc to 

Juld aff d n*'' manufacturer 

locks lomplL''onl 7 rn?paTin" of TrocetrA ^ 

ru‘r*e™o 7 e' etcte 

e. can pcX^ty: ^ 

-bier, each identicarwith te prlceslr uT' 0^7 T 

ape of tumbler, trouble and expense must be incurred It "’“l 7 

lomatic in machine desian that rbe nn • ■ as 

■ it is designed to perform te V 7/ Pet¬ 
tit for any purposfoleX 7 'f TT' - - 'O 

he, which does work involving- o 1 intended. An ordinary 

many more ways than can th^ " ^ turning of material, can be used 

turn out automatically some intrfoare 77 ‘'“'Sncd 

The specialization induced by machines and k a . 
icesses has given rise to the problem of tech I industrial 

'p . pEvcn h,s p sMciSIhaXH 

*• “—Cyr.: 
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examples of ‘'pccuiii''('' vvliosc work is dis;ippc;iring', never to leturn. \\'hile 
rcchnolooit ,il c'h;1nvv^ up new lieUls tor specialized work, the displaced 
spccialots uiwn-cxen usualK -lind that the skills they have acquired do not 

fir them for the new kinds of work. 

l'.xtLii<ioiii oj st:iJhi.irdizjiion. Industrial processes require regularity 
and oruani/ation. .Machines and chemical and electrolytic processes work in 
accordance w ith dellnite time cycles, and the integration of the vaiious de¬ 
pendent parts of a manufacturing process calls tor detailed planning and 
scheduling of evciw part of the operation. Scientific management became an 
importanr })art of’ American industry in the early years of the twentieth 
century because engineers began to realize that research, planning, and 
timing were as necessary to the factory as a whole as they were to the dc- 

siim and operation tif an individual machine. 

Partle- as a result of the cflorts of proponents of the scientihe manage- 
mc.it iiK.vcniCTt, ami pai'tly as a consc.].ic.icc <.f the spread ..I ..uhisrn.d 
reclmKIMCs and hahirs nf thinhing, m.M phases nf sne.al and eenm.nuc hte 
have nndergone an incease.l tlegiee o-nrdi.ian.m, arncnlat.nn, and s>n- 
cln-oni/alinn. I'|■...■ed.l|■cs aiming at ninix- tam.iial metlmds nt sclhng, o 
hn.ncn,airing, nf ...vesting .n.mey, nf rn.mmg gnver.m.e.ital ga.i.rat.ons 
ate c.msra.,lly hemg tle.eh.pcd and revisetl. Ineh.sinal tccl,.m|..cs have 
altered the cultural pattern. Printing presses have tiiade litciatute, goot am 
|,a,i a. a.Iahle tn cvcri nne .vhn can read, a.ul .nmlct., cnint pr.lltnig tee i- 
.,i.|„cs have ...a.Ie gnnd tepn..h.cli.ms nf g.cat .vntks nf art fa.n.ha. tn c.c.y 

scI nnl child. The ... and n.nving pictme have "pyp” • 

..and eah.catin., .he p.-nper.y nf the evhnle .vnrl. ; 

,Sheri |.nssess.n., r.f the feiv. A .veem series r.l ra.hn hrnadcasts etc 
,,nsed "s.a.ula.-di/eel" cnn.n.n.rity cn.icerts tn b.a.ig n.t.s.c tn the ...asses. 

SOME ECONOMIC CONSEQUENCES OF TECHNOLOGY 

Al.hn,.gh the preset e.a is s.ill cn.,si,lererl a ...echa..ical ago rpiire 

clearly ...me is i..vnlvcal ,l.an .he i..ge.,.n..s nse r.f _ 

chapte,- has rles. , ii.e.l a var.e.y r.f .levelnp...e...s, .mt all nf " ' O 

.in..,........ly ...ea hanir al i.. ..a....e. I'r.wer sn..,ces, elec.r.c.ty, * 1 _ 

esses ,hc i....n.h.c.i..,. nf ..t.ler a...l sy.,.hes,s tn ...rh.s.r.es ''.""y >J, ’ 

. er'cal l.ey....-l tbe senpe nf s,.ch t.e......e..., a.e .,nt g 

m'm.s All have ea,.......... cha.ac.eris,ies evhi.l. h.st we.e -'■">'1='’' ;^' f 

,o ii.dt, in the creation of machines itt the early days of the l.ulustt.a e 

l.e..< c Ihe ... Ic.lency tr. asM.eiate then, sv.lh ■ 

veal is ... s-Wing p,a,l,lc,ns whieh has ,.evnh,„nn.v.ed l.n.h 
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industrial techniques and men’s ways of thinking. A more appropriate, if 
more cumbersome, name than “Machine Age” or “Age of Power” would 
be, “The Age of the Scientific Approach in Industry.” 

The characteristic method applied to all the developments described in 
t e preceding pages are summed up m the words, research, standardization, 
control. The first step in the introduction of modern techniques into any 
eld consists in making a thorough investigation of all aspects of it The 
substiration of exact knowledge for rule of thumb, hearsay, or opinion 
makes It possible to isolate variables so that they may be charted and j^otted, 

t n “u After research 

las revealed the patterns, be it in baking a cake, in improving an industrial 

ro? ,7 “ - dcteLine'the best wav 

Zf f ’’ t’' obtained. This step 'ii 

tandardra^established '''= 

h,nJ7 'ochnological advances and social and economic 

as brought'’tol^rthl of' 

iddlers, their successors for sev i ^ occasional visits of itinerant 

e same status. Today the situation maintained appro.ximately 

^es of individuals in all parts of Z changed that the 

>ns made by coal minerlrWel vS tZ Z”? 
e discoveries of an obscure researrh^ h ’ Kansas, by 

This growing interrpLe^^^^^^^^ ^ 

■ndard of living provided through technology higher 

^ past century and a half seems to have be!n at 

's easy to recognize significant stages of it w>h- rate, and 

y »d suburban dwellL have lived 7''°'™ 

i ranges for coal or wood-burninsr kirche®^ ^ substitution of electric or 
■ ice boxes, and perhaps of oil burners for refrigerators 
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upon the rest of socict\- seems to be little realized until something occurs to 
interrupt the smooth operation of one or another of the conveniences that 
have been adopted. A hurricane, tearing down power and communication 
lines, can render the suburban d\\ ellcr completely helpless. He is deprived of 
heat, liffht, his contact w ith the outside world, and possibly the use of his 
most reliable timepiece. Unless he has such antique relics of a past age as a 
candle or an oil lamp, and a stove that burns wood or coal, he is in dire 


straits. 

This same kind of dependence extends to the industrial sphere, and 
renders the adjustment of the various tactors of production more delicate 
and dilhcult than ever before. Problems of unemployment arise because of 


the worker's dependence upon his job for bis livelihood; problems of ma¬ 
terial supph' ci'ojr up because of railroad strikes or shortages of taw mate¬ 
rials; problems of obsolescence arise because of developments in contiguous 
fiekls. 'I hcsc problems, arising in particular economic areas, tend to aifect 
the stable operation of the economy as a whole. 

Dijjerciitiiilioii of sL'ill. I he personnel of a modern, large-sized plant 
consists of three proups, the directly protluctive workers, the technical staff, 
and the adminisiTativc stall'. The gulf separating these three groups seems 


to gimw wider as iinlustrial processes grow' more involved. Ihe more com¬ 
plicated a machine becomes, the greater is the specialized training and skill 
recpiired to design and build it and, in general, the less is the skill and expe¬ 
rience needed to operate it. The young man who .starts life as a machine 
tender docs not, as he did in ilays past, aapiire valuable experience that will 
help him rise to a position of responsibility in the plant. On the contiaiy, 
the work he does is too simple and too narrow ly specialized to provide train¬ 
ing and experience of a kind to facilitate his ailvancement. The better posi¬ 
tions on the managerial and technical stall's come more and more to be filled 
by persons who have had specialized training for their work in trade schools 
and colleges. I he younger a man starts and the longer he remains a machine 
tender, the less are his chances of going to school and acquiring the training 
necessary for a better position. Industry is becoming similar to the army m 
this respect, just as the peacetime eiilisteil man usually cannot expect to react 
a rank above that of a noncommissioneil oliieer, so in the plant, the mac nnc 
operator can hardly aspire to more than a foreman’s position. 

I he hip,lily specialized nature of the tasks in modern industiy, lesu cs 
creatintr a wide gulf l.etw'cen trained and untrained workers, is making it 
„,ore a,111 more difficult for either kind of worker to change hts occupation 
S.. M. siKcili. arc the dcluiS ,m,st l,c lean,cl alm,^ 

,l,e lele„l,.,„c. for exa,„|.lc, that the .hafisi.iatt ttho has spettr ten yea . 
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ng them and becoming a proficient designer of telephone equipment 
ifficulty, in case he loses his position, in finding any other technical 
.yment. The very fact that he has become an expert designer of telc- 
;s indicates that he has had little opportunity to keep up w ith devel- 
its in other fields. 

)n the other hand, because of the increasing simplicity of the skills 
ed to tend modern machines, many people who have neither the 
nor the opportunity to become craftsmen, or even skilled machine 
ors, are enabled to do productive work in industry. Were it not for 
;veIopment, many persons who have fairly well-paid jobs would still 
ng as backwoodsmen or as neighborhood handymen. At the same 
he increased skill and training required to build the newer machines 
uipment has made the services of the skilled worker as indispensable 


would not be appropriate, or possible, to discuss here many of the 
onsequences of modern technology or the economic probfems that 
>ely associated with technological trends. How these trends have been 
d in the growth of large-scale industrial concerns-with the multi- 

. tecZwVh J growth-and how 

^ affected economic stability in general, will be treated 

. detail at later points in this book. 

must be repeated that the problems that arise in our economic life 

Ily the compheated problems of stability and control applying to 

nomy as a whole) are not single effects produced by sinnk causes 

nsequences of technology described above are maLrs°to ,0^1' 
technology is related ac . matters to vTich 

^ _ gy related as a necessary condition” more than as a 

causative condition.” Other factors i • 

obijs are set forth in other parts of this book.'And' ofTo^Ze 'a 
m of economic consequences of technology is incomnlere l’ 



CHAPTER SIX 


How we create and use 
capital 


INDIRECT METHODS OF PRODUCTION 

The many facers affecting production today seem to be woven closely 
into the web of our cc.noinic life. It is difficult to separate one of them 
from the others ft.r special study. One way of doing this, however, is to 
trace the factor in tpicstion from its position in earlier and simpler economic 
situations to its present position in the more complicated modern system. 
Our main concern is with the application of man’s energies “ 
sources so as to nialte these resources yield goods to satisfy his wants 

short, with his methods of production. ^ r 

Wlicn the use of machinery is not widespread, the application of ma 

energies must of necessity be simple and direct. Six.e of output in early agri- 
ciiltLl communities, for example, depended upon each fanners dexteri y 
with hoe or plow, and in hunting groups upon 

throwing a missile. In both, physical strength, Itnowleilge of the sta«iy 
and chiL of a held of operation played a part. In both, the clever i ffi- 
vidtial might devise some tool or trap which would increase his elhcien y^ 

;; he should inahe one or the other of these things, he ..Id be engag 

in “indirect" or “roundabout" production. A striking illustration of 
ILlil wls given by Uiihin-lLwerk, an Austrian economist, writing m 

iHKK. Ir follows: 

A Dcasant requires drinldng water. The spring is sonic distance from ni 
house. There arc various ways in which he may saipply 
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: he is thirsty. And it is an insufficient way, for he can never collect and store 
ly great quantity such as he requires for various other purposes. Second, he 
ay take a log of wood, hollow it out into a kind of pail, and carry his day’s 
pply from the spring to his cottage. The advantage is obvious, but it necessi- 
tes a^ roundabout way of considerable length. The man must spend, perhaps, 
ay in cutting out the pail; before doing so he must have felled a tree in the 
rest; to do this, again, he must have made an axe, and so on. But there is still a 

vs tlem ^ hol- 

Z T ^ ^hone which 

ings a ful head of water to his cottage. Here, obviously, betv^een the expend!- 

t, then, ,he r suit .s ever so much greater. Our peasant needs no longer take 
weary way from house to well with the heavy pail on his shoulder and vet 
a constant and full supply of the freshest water at his very doori- ^ 

of '■’0 methods is obvious. Production by 
rd, most indirect, method not only cuts down the amount of time and 
rt spent getting water, but it also permits what was not possible Wore 
.ge of water and a constant supply. Modern cities wol not be pos.’ 

p evious production of necessary materials, implements, and tools the 
em could not be built. The roundabout process thus resul s i prod « on 

r-rss? '• -t-i Tu, ’,::rr ™s 

nature of capital 

The intermediate goods are commonly known as “ ■ i 

hscussion here, these capital goods are^whar ■ !’ ' 

r „ ^ principally are inter 

Eugen von Bohm-Bawerk The PnAi„. Tu r y y e inter- 

:rt. New York, 1923, p. jg^ Capital, tr. by William Smart. 
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cstcd in. I hcv cnnsrirurc one iniportnnt category of productive resources. 
In y h.ir foilov s v. c shall he concerned with how capital goods arc created, 
what rheii' pi'udnciixe uses arc, and the quantities of them that exist and are 
usetl in the L'nited States. The concept “capital" is a slippery one, partly 
liccaiise the word is used to mean dilTcrcnt things and partly because dif¬ 
ferent \\ titers about capital define it in dilTcrcnt wavs according to the pur¬ 
poses each particular w riter has in view.' Our own purposes arc best served 
at this point b\ iisinu the term “capital" to mean the intenuediate products, 
or “capital ooods” described above. Since capital consists of goods used in 
production, another name, “proilticers goods,’ often is used to distinguish 
this catc'joiw fiom its opposite, “consumers’ goods. 

L nder the tielinition oiven here, coal used in the blast furnaces of a 
steel-mamifaetui iny concern is capital, w hereas coal used iri the fiieplace of 
a jui\ ale home is not. A motor iisetl to jirojH'l a boat around the lake of a 
pri\.ite estate is not capital, whereas the same motor, if used to piopel the 
boat of a lumbermill foreman Irom the mill at one end of a lake to his com¬ 
pany's holdings of timber at the o|iposite eiul, is capital. 

Some of the confusion caused by the physical iilentity oi similaiity 
between some capital goods and si.me noncapital goods may be cleared up 
by distinguishing between capital goods and “dtirable consumers goods. 

'I his disiiiK titm ret (•gni/es that an important kind of producers goods (such 
as plant ami machinei v, transportation etiuipment, construction apparatus) 
are durable, and that these prtiducers’ gomls yield their services over long 
periods of time. I o protlucers’ goods of this kind (or, sometimes, to their 
value) is given the name “(ixed capital." To another kiiul ol pnulticcrs’ 
goods such as raw niaieri.ils and inventories (or, sometimes, to their value) 
is given the name “ciirulaiing capital.” Correspondingly, consumers’ goods 
whit h N ield their services over a period of lime, such as houses, furniture 
;nu.M,..;biles, anti refrigerators, are calletl “thirable consumers’ gt.t.ds’’; and 
ctmsumers’ gootls which yieltl their satisfaction with only one use, .such as 
food are t alletl simply “nontiurable ctmsumers’ gotnls." 

limit of these types t.f pro.iticers’ gt.otls are capital. It will he t>hserved 
,1,„ ,11 forms t,f capital can, or tlo, atltl to the supply t.f goods. 1 h.s is true 
of thirable t apital (e.g., a blast furnace) and of circulating capital (c.g.. a 
s,ot k of raw materials in a warehouse). Tlurs, we shall, m what loHoxvs, 

t h,r t x;nn|.lf, wr siiall liavf t.riasion, in CliiipiiTs m anil n, tti siicak nf 'h^ 

..Inc, n....,, nn,l, in ... .. . «<'■■ ''“'y- 

,In urn, i, ns.-.l in „ .l.llrrn,, M-nu- I,..I.c nn, in nln.l, n „ nu'.l Iran. 
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use the word “capital” to mean goods which can, or do, add to the supply 
of goodsd 


CAPITAL FORMATION REQUIRES A SURPLUS 

The example from Bohm-Bawerk illustrates several conditions necessary 
to the creation of capital. In the first place, if the peasant had been so fully 
occupied in cultivating his land, occasional hunting, and tending whatever 
livestock he may have had that he simply could not take time out for 
ix-making, tree-chopping, and runnel-construction, his ingenuity would 
lave gone for naught. No capital would have come into e.xistcnce. More- 
iver, his not being able to take the time out would indicate that the fruits 
> his cultivating and his hunting were meager, that his efforts provided him 
10 more than a hand-to-mouth subsistence. If he took time off, he would 
lave nothing to live on; if he provided his minimum consumer needs he 
ould take no time off. Without a surplus of either time or means of sub- 
istence he could create no intermediate goods, could form no capital An 

bsolutely necessary condition for the formation of capital is thus seen to 
e the existence of an economic surplus. 

If once our peasant were able to break out of the circle restrictina his 
oductive efficiency, he might progress by the use of ever more infect 
lethods of production to more and more comfortable circumstances One 
untiful crop, one unusually successful bag of game, one hour of free time 

ha the break can occur, and a surplus be made to appear has fen 
int y proved by the economic development of Western Europe durinv the' 

-av ,*4. r: “r; zr™;; 

** ~ productive 

yose of ttTaX: Th, y capM I 

■cess of creating goods for the market. It sometimra isT'-' 4 “"“ '‘’“'i “i* '>ic 
point of view of its accomnlation, i.e., from the “ '“pital from 

Went. In that case the term would need to be defl T 

me nde some, or all, of the “durable consumer gfod^thrtT"''”'^ “ 

category “capital” for the purposes of this chao^L k o? “ fr™ 

-t. mg capital accumulation through time include residenrial X'rucrion. 



In the second place, it is to be noted that the peasant was using his own 
surplus and his own efforts for the creation of equipment which also would 
be his own. No co-operation between himself and anyone else is implied. 
It should be clear that such a condition is not typical of the modern 
economy. In industrialized countries the ubiquitous factor, division of labor, 
and its counterparts, occupational and industrial specialization, present quite 
a different situation. The difference arises out of the existing conditions of 
ownership and the development of occupational specialization. We shall 
consider these conditions as they affect the formation of capital in our 
economy. 

THE OWNERSHIP OF CAPITAL 

Private ownership of capital goods and the right to acquire and use 
such goods for private gain, within the limits set by law, are basic institu¬ 
tions in an economy of “private capitalism.” That is, they are among the 
most important of the “widespread and habitual ways of thinking and act¬ 
ing” described in Chapter i. In this country, and in others with similar insti¬ 
tutions, the habitual modes of thought and action are defined, and in some 
degree limited, by law. Both the legal concept of private ownership and the 
economic behavior with which it is concerned are highly complicated. For 
example, the right of bequest and inheritance, which is a part of our cus¬ 
tomary attitude toward property, makes a great deal of difference to our 
economy. It docs this both in the sense that it permits and promotes a high 
concentration of capital ownership in certain family groups, and in the sense 
that it provides a high degree of continuity in the creation and control of 
capital. The perpetuation of capital that this entails is strikingly different, 
for example, from what occurs in some primitive societies in which religious 
taboo and tribal sanction require that all of a man’s belongings-his house, 
tools, utensils, and wcapons-be destroyed upon his death. The institutions 
of such a community are unfavorable to the accumulation of large stocks 

of capital. ^ 

Many other institutional variants with regard to the ownership ot 

capital are possible. In the socialist economy of the Soviet Union, for 
example, most capital is created as a result of decisions of a central planning 
board established by, and responsible to, the national government. Ihis 
method of capital formation differs sharply from that by which monetaiy 
savings are accumulated by individuals and business concerns and are con¬ 
verted into capital through investment. Under both methods, however, 
capital is created. The difference between the two methods is primarily in 
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the source of authority; in our economy individuals and business concerns 
convert their savings into capital, and the resulting capital goods are owned 
by them; in the Soviet Union the central planning board decides what pro- 
uctive resources will be devoted to making consumers’ goods and what will 
le devmted to making capital goods, and the resulting capital belongs to the 
tate This brief comparison does not pretend to explain fully the processes 

mZdotTTff “ u 'he 

on V to tl f “ 'J‘* “"'"“'hip as these 

pply to the formation of capital. ^ 

nodi" “d" ^'‘“litates private saving both of 

coZ h °! =■ generalized comnfand over 

cods) by legally protecting the holder in their possession. A-loreover it 

utl 17 “ f“"her savingrsur- 

luses in kind or in money, however derived, can be put back into increas 

l^tLTiri^ production. The increase in ivealth 

irf vidual engaging in such ventures is his own. Yet need he under 

. ynditions of our own economic life, engage personally in any of these 
ho 7“' “'"'VS similar to that of Bohm-BawerlPs peasant 

-- '"'o-P- 

eciaiization in saving and investing 

For us the questions above are merelv rhefnr.Voi c u- ut 

■ the industries and occupations of our economy. The mfn wbrcfTl 

■ greater part of our economic surpluses nowaivs do , 

dness concerns where much nf t-hp ’ i ^ the 

ere is no more nee“m 7 o o Zn Z th T"^ 
ies, railroad, or department store: L operat a eTTa; t” 
rnters. Men with savings may use them directly for nrtd ’ ^ 
they are more likely to turn them over to nrh ^purposes; 
aloyment for them. Men with promotional ideasTry^fild 

1 provide the wherewithal to put them into eff^c" ' “ 

lets; these grLps^carry In th^pr^^^^^^ managers, of 

2 a group of persons and firms who hold title to Production. We also 

ds; these are the investors.'We'^have Unto 

surplus-owners to find openings for the e ^ P^^^noters; these help 
the conversion of their surplnts into capZ Thl"' hd-^ “''P'®”' 

- are almost infinite. The important point' is J Z'ZjLZf 
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accumulating a surplus, of finding an employment for it mhicli will create 
an income in the future, and of physically converting it into intermediate 
goods may all be carried on by different individuals or agencies, \et, 
Arounhout the process, title to the surplus (or to the goods or money or 
which it may be exchanged) remains in the hands of the original owner. 
The function of ownership may be completely separated from that of man¬ 
agement just as it customarily is today from that of manual labor. Where 
the owner prefers to keep his surplus in the form of a deposit in a savings 
bank, or to accumulate it through paying premiums on a life .nstiranee 
policy, the saving function may be completely separated from that o 
L the enterprise in which the surplus finally will be used as capital. 

Of course it often happens that savers and investors (those who actually 
choose the employme„ts^o which surpluses will be put) are the same 
people Many small businesses depend upon the savings o t w propri , 
Z an indLdual with savings sets himself up in his own bnsmess Ev n 
laree^ industrial enterprises often accumulate some part of then 
a period of years instead of distributing them as dividends to shareho ers^ 
Ha g thn saved them, each such enterprise may d-cte h m » th 

"pansL of its own ^ r i^: 

^ntinLrioVoT*? method of capital formation that was typical before 

nantly performed by different sets o p p ..nop„ners’ coods-also 

mldicine'and other consumers’ goods, still another section 

"'-y ^rsiT s:; 

;ra:r::Z™:: multitude ..f industrial uses, and producing count- 
less other forms of capital goods. 

effects of the rate of capital formation 

The importance of capital formation ^ on 

fold. In the first place, future ,ear, from the stipe- 

tiniiancc of capital crea in . - ’ production over direct methods 

;:2 londTilcr-hndy “'P'-y-”' 
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depends upon regularity in the rate of capital formation. This second rela¬ 
tion requires a brief demonstration. 

In our economy, the stream of national income is made up of indi- 
i^idual money incomes derived from the production both of cf)nsiimcrs’ 
^oods (commodities and services) and of capital goods (also commodities 
ind services). These incomes take the forms of wages, salaries, interest, rents, 
■oyalties, profits, and commissions; all these are created liy scllino- the ociods 
iroduced. Hence in some period of time, the total national incomc'must 
)e equal to the total volume of expenditures for final products made liy all 
nembers of the community. In general, however, there are two kinds of 
ime lag that affect this relationship of income and expenditures; (i) a la'^ 
•etween a given volume of expenditures and the receipt of income due to 
hose expenditures; (2) a lag between the receipt of income and the spend- 
ig of that income. The first kind of lag is illustrated by a corporation that 
Hows Its earnings to accumulate in a bank balance for a year before pa\ ina 
ividends to its shareholders. The second kind is illustrated by a man who 
eceives a salary payment at the end of a month and spreads its expenditure 
ver the month that elapses before he receives another salary payment. 

It IS obvious that such time lags must occur. As long as the time involved 
1 the various lags remains unchanged, the rate of flow of both the national 
icome and total expenditures also will remain unchanged. But a chano-e in 
le rate at which the national income is either received or spent v ill cause 
.e e„„e cycle to be dtsturbed. As regards expenditures, Lre is sZo 
udence that changes in the time lag bettveen saving and investing have 
=en especially disturbing. Stability of national income requires that amounts 
■ Z ne’d consumption) out of the national .ncome 

vZent ' 'he form of capital 

'h® '"g between saving and invest- 

d the f circumstance that the function of savino 

^ commuotZzz 

the ‘‘high income brackets” save au om" ticl^Z"!"' 

ntes are more than large enough toTke ca 1 ^ 

eds. Many business entemri.^c ^ i ^ consumption 

scaution against future needs and^ftT'"^ as continuously as possible as a 

Most investment in c^l „„ throThe, “h"7 “ 
hviduals, but by business enierprises which LVi: a^p^ZZtt o> 
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exprinsion an opportunity to make additional profits. As openings which 
seem to promise future profit appear, these enterprises draw upon their own 
savinijs, or appeal to investment bankers to make the savings of otheis avail¬ 
able to them. Two elements making for instability are worth noting briefly 
here. 1 he first is that businessmen’s expectations of profits from expansion 
liuctuate considerably from month to month and from year to year. The 
second is that the amounts of funds with ^ hich bankers supply businessmen 
can be either greater or less than the precise amount of savings with which 
the public has" entrusted them. But these sources of instability will be ex¬ 
plored at greater length in later chapters. 


CAPITAL FORMATION IN MODERN TIMES 

Up to this point in our treatment of capital as a productive resource we 
have considered some of the economic difficulties involved in its creation and 
use We have described some of the more important conditions that had to 
l,c met in Western sneiety for people to I.e willing to forego immediate 
consiiiiiptioii and eoiiimit their time, effort, and savings to capital toima- 
lion. VVe have said very little about the specific forms that capital goo s 
have taken from time to time, or of the changes in society that have in¬ 
fluenced the rate and manner of capital formation. We shall now add to ne 
analytical account a brief description of the institution^ charactcustics of 
capiL formation through the course of recent history. This shotdd, among 
nllier tilings, help t„ cleiir up a coniinnn hut erroneous idcntificiition of 

capital with v/oi/cy. ■ ■ c 

The eviailwmi eco,„my. The agricultural comi.uin.ties of the caily 

Mitidic Ages operaied close to the sulisistence level. Self-suftcent com- 

!:,mt,es were .'he rule; trade, ihe exception. Where 

isted, tlicy were not generally euiployctl to increase produet.v cmc ), 

which historical records are so full. nrodtic- 

|,s,i|„re to devote such surpluses as were produced to fill | 

.. may .. to the social and economic .,f 

A.S'liwei i.f emuiorr and a 

expanding fntinc output wcic. ( )• t. .„e -inv ssurplus that 

conse.p.ciit high premium on the immediate ""1"^''^ | ' pluses 

migh. appears (i) no effective marlie.ing system foi cxeli.uiging 1 
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between communities; (3) the hostility of the Church to the principle of 
intensive economic activity for personal advantage. 

Only with the breakdown of medieval economic isolation and of preju¬ 
dice against personal economic advancement did the regular conversion of 
the growing surplus into equipment of increasing productive efficiency 
take place. Only then did capital grow. 

The coi 7 miercial era. As a result of these gradual changes, the surplus 
accumulated. The slow transition from the feudal, agricultural economy of 
e uropean Middle Ages to the town-centered and commercial economy 
)f the fifteenth and succeeding three centuries saw a slight improvement in 
igricultural techniques as well as an expansion of trade in the products of 
arms, of town crafts, and of distant countries. Another important chanag 
00k place: ^changes of products were no longer made principally on"a 
.arter basis. The use of money to facilitate indirect and complex exchanges 
.ecame ever more common; its usefulness in expressing relative values of dif- 
erent commodities introduced a note of certainty-imperfect, to be sure-in 
p ans of the merchant bankers, traders, and early manufacturers; and its 
sefulness as a store of value from which future purchases might ^e mad 
u.ra„teed ,t a lasoy, place in the scheme of ecLomic life. From bit 
mply a medium of exchange, a standard of values, and a store of value^ 

ZZ:Z “ in the period of commercial econoly”’ 

ope not merely as representative of wealth but, as it is popularly Ion 
dered today, as wealth itself. Personal holdings of money bwLe the nb 

ct of economic yort; personal ownership and use of toductive equip- 
ent became simply a means to this end ^ ^ 

^viclnt— iTgielortZtri 

be created, is itself capital. ^ <tqn'P™nt 

■ AnZZZ extir "mZ^^ “ P- of their capi- 

lich can be devoted to further Id ' goods and services 

ntrol over capital. When exchanl oTmo”ney ZI “TP'^'nt 

■ money is being used for capitaf purposes Yet ^ 

Itself; it may be sought after as a “n “d 

wr its possession gives its owner n 'he prestige and 

option goods it ultimately can comm H “n- 

«, necessarily used to create capital laII f'sTs “ 
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The capital that existed in western European countries during the com¬ 
mercial era differed from its counterpart of the early Middle Ages princi¬ 
pally in respect to cjuantitv, \\ hile it differed from its latet counterpaits in 
respect to type as a\ c 11. OurinQ' the more than thiee hunciied \eais of that 
era, capital consisted largeh’ of the ships, overland carricis, and v alehouses of 
traders; of the bank buildings, countinghouscs, and offices of merchant bank¬ 
ers and moneylenders; and to a much smaller extent, of the simple textile 
equipment, forces of small-scale manufacturers, primitive appaiatus used in 
mining, and the uncomplicated tools of town craftsmen and agriculturalists. 

To an extent difficult to measure, it included also the ammunition, weap¬ 
ons, and other equipment of the armies and navies of the competing national 
states of those times. This military and naval material may be classed as 
capital of the state employ ing it; it was used either to secure booty and re¬ 
sources or to protect the domestic economy so that it could carry on fui- 
ther production of an unwarlike type. Even though they destroy rather 
than produce, armaments continue even to this day to be a means pm ex¬ 
cellence by which one nation may hope to increase its wealth at the expense 
of other nations; such armaments may also be the only means by which a 


nation can defend its wealth against foreign aggressors. 

The indmtnal era. by the eighteenth century the expansion of trade 
frontiers had slowed down. Wealth accumulated in trade had reached large 
proportions. Devices-banks and joint-stock compaiiies-through which in¬ 
dividuals could pool their wealth for capital purposes had developed to a 
high degree, although they were not universally held in high repute oic- 
over, the w ealth which had been accumulated was concentrated in relative y 
few hands, as the merchant bankers, traders, and large landholders had, with 
the sanction of the IMritan ethic of worldly self-improvement, not sciuplcd 
raking what economic advantage they could of the field laborers, home¬ 
workers, and dependent artisans of country and town. 1 he stage v.ts s 
f„r further expansion if new fields for the use of capital could he openu. 

I he wave of invention which arose in England in die eighteenth cc 
n,ry broke down barriers to expansion, and the new fields were • 

Notable advances were first made in the textile industry, xMere large fa - 

,„nc, with n,ncl,incry .. t-k rhe place nf 

s„ .Ininn, cur, ailed ,l,c d.unain nf rl,e putt.ng-nut sysren, (.ap,tal ap ca,^ 
K„ i„ ,e f„„M nf i,nn and s.eel wnrl<s. as well as in Leaver c.,n.|nnc,w m 
Ire n,nnern„s and deeper .nines, Tl,e,-e was s.nnc "'y-y; "'^ 

Inn frnn, ,he l.eginning nf -l-e ninerecnrl, eennny eapna - ^ y' 

faernries wifi, heavy machinery, steamslnps, and-innst q';’ 
nincteenlh-cenrurv invesmiene in iMigland and m l ,c in v 
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roads. Wars continued to be fought, but even the wealth which they ab¬ 
sorbed constituted only a small part of the total. The improved quality, 
widened \aiiety, and incieased quantity of finished commodities, which dis- 
tmguBhed the nineteenth century from preceding ones, were reflections of 
the efficiency and range of new capital equipment. 

The assembling of large aggregates of capital was facilitated during this 
pcno y the formation of increasing numbers of joint-stock companies, 
of winch modern corporations are direct descendants. Concentrations of 
wealth became even greater than tliey had been before. Moreover, the new 
Joint-stock companies duplicated and strengthened the monopolistic aspects 
0 ear ler, relatively large-scale enterprise, and the stockholders tvho owned 

knowledge that greater profits often could be made bv producing less 

came to r" “““ profits 

pp y to business operation on an increasing scale. 

fbe era of finance capital. In the eighteenth and early nineteenth cen¬ 
turies individuals in the rapidly industrializing countries p'^oled l eh c,p 

t ::T H ■" «> ”™te their proL-makii g p^' 

money profits were the immediate goal. But in the first case rl ' / 

)f riahfs tn • ", ° ^ricreasingly from sales 

>t nghts in the anticipated (and largely monopolistic) gains m be d a 

rdSx =;dTrd - --y X-:. 

rd^rdur:h^tLrfi 

nd bonds-claims to the future earnings of"thT'''’T <=«tificates 

eived from the saving public immedifte cash. rstwa^foTT””'" "" 

onal services, promoters tvnirdl^r u- j their promo- 

anting potential capital-to profits for reTOelvT 
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finance capital.” We have not yet outlived f 

opped the production of iron and sLl or of su h “ 

metric power systems, commercial airnlanp ^ capital as 

sters. Indeed, of such preponderant importa’nce°h°as fo'"'''"’ 

mpment continued to be. that the "age of finance cIpTJ.'van^'bTSd 



136 


OUR ECONOMIC RESOURCES 

only ro ha\'c ■-.uj'jcrimpdscd on the “industrial era and not to have 

superseded it. The expression “hnance capital is eloquent testimony to the 
popularity of ulentifving money, or claims to money, with capital. The very 
necessity of modifyiny- “capital" with the word “finance” should be ample 
reminder that the peculiarity of the age is that capital in the functional sense 
and “finance” or “money capital” need not be, and frequently are not, 
ccjuivalcnt. 


GROUNDS FOR INSTABILITY IN CAPITAL FORMATION 

Wc may conclude from what has been said that our own major eco¬ 
nomic problem is not how to produce a surplus, but by what arrangements 
to insure that the size of the surplus we arc capable of producing wall be 
maintained, and even increased, from year to year. During the depression o 
the 1930’s in this country, production of capital equipment fell much further 
below the level attained in rlic twenties than did production of consumption 
rroods. Such variations in output arc not due to single causes; they may not 
even be due to a single group of causes. Yet once expansions or contrac¬ 
tions in economic activity set in-for w hatever reason-they tend to be ag- 
nravated by disproportionate changes in the production of capital goots. 

d his tendency appears to be due to a number of factors which are 
more or less closely related to each other. Some of the most important o 
these are: (i) the demand for capital goods is a so-called derived denian ; 
(.) much investment is associated with technological changes, and the latter 
,« tm- ill n very uneven |e.(tern; ( i) the |,n«lncti„n nf ctpital hy high y in- 
ilireei inetlioii; takes time; (4) many forms of eapital are highly S’p” 'gg 
(C, ileeisions of one |,ro.h,eer to ereate eapital are marie inriepenriently o 
rleraslons of other prorhieers, anel all sneh rlecisions are alleeterl 'V "g y 
c apl ir ions psyehologieal factors concerning Inisiness expeerations. . 
ihLe grot,tills for intahility in capital formation will he exaniineri briefly. 

DEMAND FOR CAPITAL GOODS A DERIVED DEMAND 

•riie ileman.l for eapital goo,Is is .lahal front ihe rleilian.l Or coi.sl.nl- 

eis’ goo.ls; ihal is lo say. capital ..Is are proiliicefl on y " " ’ ' g'. 

ihcir use, ill lorn, for mailing cons.iiners' goo.ls. It is easy to see . • 

f-icl r oiiple.l will, ll.e fiirlher fad that most capital goorls aie vr ) • ■ 

f,,',. rela.ively large linen,a.io.is of on. put on the parr o lirms m - t 
,,,„ii ,1 ooorls The lotal rieniami for shoe mantifaeti.nng ...aelii.ie y, foi 
::::i;'t ie lip of two ..... with 
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i^hich to replace old machines that have worn out, and (2) the demand for 
lachmes due to an increased demand for shoes by consumers. The result 
that a relatively small increase in the demand of consumers for shoes, for 
sample, may cause a relatively large increase in the demand of shoe manu- 
icturers for machines, and that a relatively small decline in the demand of 
Dnsumers for shoes may cause a relatively large decline in the demand of 
.oe manufacturers for machines. Since this condition involves proportions 
ther than absolute quantities, a change in the rate of growth, or of decline 
t e demand for shoes may have disproportionate effects on the demand 
r machines. This tendency making for irregularity of demand for capital 
.ods IS known as “the principle of acceleration.” It will be considered in 
me detail m Chapter 9 as one of the factors involved in cyclical ups and 

!eiiv'herrwr"fi tendency must be mentioned 

fly here. In the first place, when some durable capital equipment is idle 

teases .n consumers' demand for the final product may be met by bring- 

; Idle equipment mto operation. Some industrial firms typically Lintain 

e measure of stand-by” capacity as a cushion against whit are expected 

temporaiy changes in consumers’ demand. Most public utility^com- 

les, for example, follow such a policy. In the second place, changes in 

sumers demand may be reflected in changes in manufrcturers’ and dis- 

mto^ inventories of intermediate and final products, A retailer of men’s 

inl u stocb dir^ T ” consumers’ demand by 

ng his stocks decline or by letting them build up over a period of tiW 

may in this way serve as another type of cushion for the f 
=t of shoemaking machinery. 

EGUIARITY of TECHNOlOGICAl CHANGE 

ds. Yet the desire to v • demand for individual consumers’ 
me desire to exploit an mvention-to cut the cost nf 1 • 

e Item already in production, or perhaps to offer an e„t l ® 

or service, the demand for which can^confid It u 

frequent motive for making investment expendiLel nr''*"’’? 
and for capital goods is derived t P In this case the 

^rs’ demand for the produ« P"” “ con- 

nmers’ demand for a cLapene’d product”' growth of 

The construction of automatic machin^^or P™'^' 

pcned a product already enjoying a wide^sale; T t^nri^j^P! 
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ment to manufacture television sets anticipated consumers’ demand m an 

entirely new field. , . i i • i 

Ihe demand for the capital goods needed to exploit technologica 

chano-cs is irregular because inventions themselves occur by fits and starts. 
The new process moves from the laboratory to the pilot plant; the new 
product must be tried out experimentally among a limited group of con¬ 
quers. The “bugs” have to be removed, often painfully and slowly; then 
often quite suddenly-the commercial stage is reached and large capital ex¬ 
penditures are made. Nobody can predict just when this will happen. 

CAPITAL PRODUCTION TAKES TIME 

As increases occur in the demand for consumers’ goods, the pr-yuenon 
of capital is set in .notion. Before the new capital goods are -yl.V. “y 
sumetV demands n.ay have cha.rged again, tins tune ‘by , 

tion is offered hy the construction of office buildings 111 ew . > 

1 tc , s. iunc of these had not been co.npicted by t yune o ^ 

.he output of :h,;i’bi,';;'cme,-s agam. 

....ctio,,h^ wit,.- 

rct:,;ie';it:;;‘:ic!:i:s".::r:^ tha,. .he app.opriatc focus of 

capital can be provided. 

THE SPECIALIZED NATURE OF MUCH CAPITAL 

Many forms of capital ten.l to by,me 'd.r.nrfs 

i,ed. If the tie..,and f..r the serv.ces "f ,,,|c lind 



139 


HOW WE CREATE AND USE CAPITAL 

intractable. Once constructed, it is able to meet only one particular type 
of demand. If that demand fails, investors in the machinery sustain losses 
which cannot be compensated by shifting their capital to other uses. What 
might simply be transitional unemployment for versatile, mobile factors of 
production becomes protracted unemployment for specialized, fixed factors. 
We use the general term “factors” here instead of the specific classification 
“capital” to acknowledge that other productive resources (laborers v/ith 
specialized skills, for example) may also have little occupational mobility 
and may confront a similar problem. It must be remembered that we are 
not attempting here to account for economic instability in terms of the 
peculiar properties of capital; our object is to show how some of the pecul¬ 
iar properties of capital affect, and are affected by, economic instability. 


LACK OF CO-ORDINATION OF INVESTMENT DECISIONS 


Decisions of one producer to create capital are made independently of 
similar decisions by other producers. In the example given of office build¬ 
ing construction each investor made his own best estimate of the demand his 
project would satisfy. There is no statutory law and no economic principle 
which determines what part of an anticipated increase in demand each 
prospective investor may expect to supply. There was a possibility early 
m 1929, therefore, that construction would be overdeveloped even had no 
geneial depression occurred. If we could assume that good and bad guesses 
of investors would cancel out, that high profits on the one hand and losses 
on the other would result in generally maintained income, we should have 
no general problem, although there would be problems of individual hard¬ 
ship. But as a later discussion of business cycles (Chapter 9) will indicate, 
good and bad guesses do not tend to cancel out; expectations of profit at 
some times and of losses at others appear to extend through the business 
community in epidemic proportions. 


Thus our economic operations are marked by waves of unjustifiably 
igh capital creation and troughs of unjustifiably low capital creation. Indi¬ 
vidual producers make their own estimates of demand and their own deci¬ 
sions to invest; each one may, therefore, expand with a view to absorbing all 
o an expected small increase of demand, or retrench with a view to absorb¬ 
ing all of an expected small decrease. Yet to supplement their own judgment 
mvestors observe the judgments of each other and are influenced by them’, 
o t e technological grounds for disproportionate responsiveness of capital- 

b^rhif^o^sumers’ demand tend to be supplemented 
y this psychological factor of investors’ judgment. 
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CAPITAL FORMATION AND NET NATIONAL PRODUCT 

r.Rh there is produced in tills country n quantitjt of goods (in¬ 

cluding services) that arc ready to be consumed and also a quantity of in- 
tennediate goods or capital. After making appropriate deductions (to be 
caplained in Chapter 7) from this gross national product, uhat = 
stitutes, for a particular year, our net national product. Tlic sign . 

cani al creation to our national cveakh may be seen by e.xamining iiiove- 
memr^oth in the annual net national product of the United States and ns 
nrincipal component parts. Our interest at this point is not in the distiib 
rion of the national product among individuals and groups; this impoitant 
as It of ■,nco.,e cvill be dealt with in Chapter 8. Our present ptii^o 
instead to show «hat quantities of commodities and services of km . 

:: in’k^ed in the UniLd States, and to show what f c'^' eru's 

r consists of capital. For this piirptise, the components that concern u 

= .. 

;:a!::: md':t;^^^ . casons ..cut output is treated here 

hy ttvn- prodneion. If we were interested only in 

peacetime condition , V 1^ 

of net national P'’"''"^' ' services which are the (Inal ohiect of our 

ccoiild -P' --;,; ; ::,.,sun,ers we buy in the market. ‘1 he scc- 

prodiictive . , ■ fornished and investment undertaken 

ond category wo i d me fonnatinn, rounds our the 

I'.r-.f:;:::::::,’’::!.'ill in:,.!,,;., by aic.mg fm- additions to om- capacity 

. 

to decide under which heading out (- .,.,11,10 the ennsuinptiim of 

|,e inclnded willi other governmenl mitpn ,' ' i,„Uvidual 

a.. and ha,tie equipment does nnt P;'' ; 

cnnsmncis, nt result in pnhlie "'M’';-—” ' ^ ,„„p,„ he 

tained from the peacclmic services n gnvci n ,,,it|„n,t an distorting 

„.,,icd to the nntpnt tif ordinary gnvcrnnient set vices 
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the totals for the war years as to make them incomparable with the totals 
for peacetime years. Should we then include war output under capital for¬ 
mation, arguing that military equipment and material contributed to con¬ 
sumer satisfaction indirectly as capital by protecting from destruction the 
institutions and, indeed, the domestic physical plant, upon which our con¬ 
tinued production of consumer goods and services depends? This might 
seem sounder, but comparability is again a consideration. If we followed this 
method, any comparison of wartime with peacetime capital formation 
would be very misleading. The wartime totals could not be used for what 
.should be their most revealing purpose, an indication of changes in amount 
of an important economic resource. May we ignore war output entirely, 
arguing that it contributed nothing to net national product? Such a heroic 
plan must be rejected, for the resulting totals of national product would 
completely fail to reflect the vast wartime productivity of our economy. 

The record of recent years. Accordingly, for the years 1939-46 the out¬ 
put of war goods is shown separately in Fig. 3. A word of explanation 
should be given as to how to read the chart. For each year the right-hand 
bar shows total net national product, the center bar shows consumer ex¬ 
penditures and government nonwar output, and in 1939-46 war output also. 
The difference in height between the right and center bars measures the re¬ 
maining component—the net capital formation of the year concerned—and 
for convenience this item is shown separately as the left-hand bar. The 
height of the right-hand bar is, of course, equal to the sum of the heights 
of the center and left-hand bars. When the right-hand is shorter than the 
center bar (as in 1932 or 1943) net capital formation is negative, i.e., capital 
worn out during the year was not fully replaced. 

Perhaps the most striking fact shown by Fig. 3 is that although the 
value of net additions to capital equipment constituted more than 8 per 
cent of net national product in the boom year, 1929, there were no net 
contributions in the depression years, 1931-35. In each of the latter years 
the value of capital used up was greater than the value of replacements. 
During these years producers economized by cutting down on their pur¬ 
chases of capital for replacement purposes. The net effect was that the econ¬ 
omy was, to the extent shown for each year, living on its capital equipment 
—i.e., consuming it rather than maintaining or increasing it. 

Economic activity oscillated widely during the prewar years. Expendi¬ 
tures on consumer goods fell from $79,000,000,000 in 1929 to $49,000,000- 
000 in 1932. Net capital formation for the latter year actually was a minJs 
quantity. Again during the recession of 1937-38 (which appears on the 




APPORTIONMENT OF NET NATIONAL PRODUCT BETWEEN NET CAPITAL FORMATION 
AND OTHER COMPONENTS, 1929-1946 

























HOW WE CREATE AND USE CAPITAL 143 


chart as a decline of net national product in 1938) net capital formation 
became negative in the latter year. 

The fact that consumer expenditures and capital formation move in 
the same direction is no accident. For a decline in the former will discour¬ 
age new capital investments and induce postponement of replacements. A 
decline in the latter will diminish incomes in the capital-goods industries, 
and so reduce consumer expenditures. Thus, changes upward or downward 
in either type of expenditure have secondary effects as well as immediate 
ones. The greater the change, the greater are both the immediate and the 
secondary consequences. Because large rises and falls are more frequent in 
capital outlays than in expenditures for consumers’ goods, there has been 
much discussion in the last few years of the desirability of investment by 
governmental bodies in public works as a means of offsetting a decline in 

private demand for capital goods. These proposals will be discussed further 
in Chapters 9 and 31. 


The impact upon net national product of resumed federal recovery ex¬ 
penditure, and an improved business outlook due at least in part to prepara¬ 
tions for war m Europe, are reflected in the figures for 1939. Not until 
1941 did our war output reflect the actuality of our own involvement Yet 
rhe net capital formation figures for ,940 and .94, indicate that general in- 
uyial expansion had set m strongly. This may be traced to the primary 
md secondary effects of increases in any one component upon the others 
y 1942 government-sponsored expansion and government controls of the 
ise of materials for nonwar purposes had raised war output almost fourfold 
-ver .941 and had induced a drastic curtailment in priCate capL fo™ 
ion. For the years 1942-45, we may observe again the phenomenon of nega 
ive net private capital formation. This time it registLd the diveLn of 

“riod^iT' -oorces-the case 


HE STOCK OF CAPITAL 

...L ““ 

le yearly amounts of change in our total caniral Tu tt ' 

IB countiy have been especially concerned with nThl' 

ictipn and rates of change so that info • * P™*>leiiis involving di- 

f capital is scant. ^ total stock 
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Several features stand out. The relative decline in agriculture is espe- 
Y prominent. Were it not for the agricultural boom during World 
I, the decline would undoubtedly have been uninterrupted. (Figures 
ihe 1940 s, did we possess them, would probably show another tempo- 
halt in the decline.) Almost as striking is the rise in the proportion of 
al in the last category, publicly and socially owned property. This 
. evidence of both the absolute and the relative governmental invest- 
in public works projects, educational plants, hospitals, public build- 
and the like. The almost constant percentage of capital in the public 
ies industries suggests the very close relation between growth in wealth 
Dopulation and growth in public utility services. A similar relation is 
;sted by the steadiness of the figures for residential value. The propor- 
I decline indicated by the 1938 figure suggests the extent to which 
ruction of new homes was arrested by the long depression of the 


The secondhand third categories, “mining and manufacturing” and 
r industrial” contain such diverse elements that generalizations are dif- 
to make. Yet in the former category it is clear that a steady propor- 
gain was made until the 1930’s. Figures for 1948 would, in view of 
fpansion of our mining and manufacturing output during World War 
obably show a substantial relative gain. The latter category, “other 
trial, includes certain service industries, commercial buildings and 

ment, hotels and the like. These have roughly held their own as our 
lal capital has increased. 

■hese figures, supplemented by measures of employment in the various 
of industry, offer a reliable general account of the changing structure 
; American economy. They are of interest in connection with at- 
s to judge employment opportunities, changes in occupational pat- 
in which technological frontiers wUl be most rap- 
xtended. They provide, in short, basic material for individual eco- 
jud^ents and for governmental economic policy. For our present 

c^nt"' -cumu- 
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SECTION THREE 

OUR NATIONAL PRODUCT 
AND NATIONAL INCOME 


INTRODUCTION 


A functioning economic system uses a great many clifTcrcnt kinds of 
resources and combines them in all sorts of ways. Its purptrsc is to proLiucc 
annually a vast flow of varied goods and services. Some of them— from pea¬ 
nuts to automobiles-go to consumers. Others-machinc tools and bulldo/wrs, 
for instance are added to the stock of productive cc[uipmcnt, or ma\’ be 
needed to replace worn-out machines. 

In the preceding section we studied the nation’s rcsourccs-human ami 
material. This section is concerned with the flow' of output or product, its 
size and variability from year to year, and its distribution among \ arious 
uses. We are equally concerned wTth income, for incomes arc earned by 

resources in making the product-and it is to income receivers that the 
product is sold. 

For an entire nation the aggregate flow of goods and services is called 
the national product, and the aggregate flow of incomes the national in¬ 
come. With some exceptions, incomes are received only in return for pro- 
uctive services, and their size depends upon the bargaining pow er of work¬ 
ers and others who control productive resources. The share of the product 
received by individuals or groups is settled by the incomes tliev can obtain. 

rough bek skill, or inherited wealth, some persons have large incomes 
and can afford to indulge expensive tastes; through misfortune, ignorance 

,thel phTsLInTd^. satisf,; 

We shaU see, further, that the national income is extremelv variable 
rem year to year. The economic system, in-other words, does not work 
with the same efficiency all the time. Periods of “prosperity” during which 
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the flow of j^roiluet is l;irgc, and workers have little difficult^’ in finding jobs 
.It LTfod w .n:es. .iltern.ite with periods of "depression” during which many 
workers '-eek jobs without finding them, and other productive resources 
arc not fully utili/ed. Such "business c\ cles” ha\ e characterized our eco¬ 
nomic s\ stem at least since tlie liulustrial Rewolution. 1 heir causes arc not 
fully understood, Init fluctuations in investment acti\ ity seem to be close to 
the heart of the prolilem. 

The three chapters in this section arc conccrncil with the scale of pro- 
duttion in the L'nitetl States, with the tnagnitudes (tf tlic national incotnc 
and Its components, aiul with the \ ariability of economic activity through 
time. I'or the most part, therefore, they arc coni'crtied with the facts atiil 
figures of the case. Out of these facts and figures numerous problems 
emerge, ^«»r example, tlic decree of ine«]uaht\’ iti the distribution of incomes, 
and the extretnely low level of a sizable proportion of American incomes. 
IS a primary t ausc of unrest, and also is, iti some resjiecti*, a factor makitig 
for ecoiviiuic itistabilitx’. .Xtiswers t<t these problems vitally involve the pub¬ 
lic interest. .Again, if serious ilejaressions Kuild be prevented from occur¬ 
ring, an im|>..rtant cause ..f poverty as w e have know n it would undoubt¬ 
edly be removctl. I he facts and c«Miditions presented in this section of the 
hook pr».vidc a necessary background for all that is studied in the later 

sections. 


CHAPTER SEVEN 


How production generates 
incomes 


CAPITAL AND INCOME 

Large amounts of capital are indispensable to any industrialized nation. 
We need not be surprised if the Russians and other peoples engaged in tlic 
process of industrialization sometimes seem to regard the acquisition of 
capital instruments, and yet more capital instruments, as the be-all and end- 
all of economic activity. Yet, when we say that the United States is, com¬ 
paratively speaking, a wealthy nation, we do not merely mean that this 
nation possesses a more handsome, a more valuable, or a more varied collec¬ 
tion of capital equipment than do other peoples. We may mean this; but 
we also mean-and this is more important-that the available flow of needed 

goods and services for day-to-day use is more ample than it has yet become 
in other parts of the world. 

Of course these uvo ideas are connected. Largely because our capital 
equipment is elaborate and extensive, our annual output of goods and serv¬ 
ices IS large. The poverty of present-day China is reflected both in a com 
parative scarcity of capital instruments and in low living standards. In lame 
measure the first condition explains the second. The belief of economicahv 

backward nat ons that the acquisition of capital instruments will raise their 
living standards is fundamentally justified. 

Such ideas are commonplace enough. Yet clarity requires that we dis- 
in™lved ^ distinction is 

a. 1 ... 
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iiiequ:-ilir\' of CDnsumcrs' spending po\\cr.) In that event the function-tlte 
onl\ functmn-nf the cconnmic sy stem is to pout fotth year m and year 
our such 1 stream of goods and services ns ^vlll go furthest ton'ard satisfying 
consumers wanis. d o this end capital instruments-no matter how intricate, 
clahorare or handsomc-arc onl\ a means. If raw materials are not available, 

,f consumers lack purchasing power, or if the product it is designed to 
manufacture is obsolete, then the capital instrument is worthless. Such was 
the fate of eastern canals upon the advent of the railroad, and of western 
mines upon the exhaustion of their deposits. 

IS,I- (he c.iii.mniry as a seli.iic, capital is mcrclv a means tmeard m- 
emne And hat is mic for (he community as a rcimie is true, liy and large, 
for the indivicltial as «elh I'ropcttc is valned for tire income it ts expected 
to cield. This is illnstrated grapliicallc rt Iren scc.trities fall in pnee because 
of a cut in diridetrds. \a the Incotnc accruing to an oxener of property 
nec.l .tot trite the form of cash; for exat.tple, a hotneorrner ohtatns miidi- 
nccdeil living space, xthilc the satisfactions rvhich a yacht or a collection 
of old masters yield to their oer ners are sometimes descrihcd as psychic 
income ” I lorvever, the analogv hettveen the individual and the commttntty 
should not he pressed too far. A high-salaried individual may receive much 
income, vet possess little capital. Not so a nation. The more capital a nation 

possesses, the larger will he its flow of income. ^ 

■II,e disliiiclion lieuveen capital and income is a distinction hetcreet 
means and ends. It is also ihe dillerence hetxeccn a stock and a flocv. Tie 
..olleciion of tools and machines, structures and improvements, inyentmii. 
of malerials and gtiods ,n process, rvhich go to make up t e - '0. 

any parliciilar moment has no time tiimenslon: It can he ipasiiied ly 
,,s of a given day and hour. Hie llorv of income, the output of commodltic^ 

:,d services avlil.. for ihe satisfacti.. rvants, refers airvays to so 

i,,|,„i,e „me period, a day. a month or a I"'"', 

„„,i„g, for It recurs again and again in the disciisston of epnoniie p > m 

Imr imlatice, the ace.... precisely ihe distinclm h e 

a hriii-s lialaiice sheet, or slatellient of com.. on the ^ 

„„,.„„e slalemenl, or prolil and loss account, on the other, "y 
.,anl types of financial slalenient, hoth of rrhicli ale in gen 
hiisiness concerns, rvill be described in Chapler lo. 

In Chaplei d rve .list iissed .he more i.nportan. types " ‘ 

s,„:;.he las. increase in capital rvhich has oc, pap - 

since iK«o. We turn now lo an examination of i.uonie, i.t.. 
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come or national product. We shall find that income is a better clue both 
to economic well-being and to economic efliciency, than is capital. Also it 
is easier to measure. 

In this chapter we shall seek to define national income and product, 
and in Chapter 8 we shall review the distribution of the national income, 
and observe how its size has varied over the years. 


HOW INCOMES ARE GENERATED 

Income and output are two aspects of the same process. In a sense 
this is obvious, yet such a bald statement leaves much unsaid. The produc¬ 
tion of output and the generation of incomes are both concentrated in busi¬ 
ness enterprises. Therefore we must look a little more closely into the way 
in which business concerns function.^ The typical enterprise produces goods 
for sale. It may sell these goods to ultimate users; then we call the goods 
finished output. (Finished consumers’ goods are sold to individuals; finished 
capital goods to other enterprises.) Or it may sell what it has produced to 
another enterprise, for further fabrication: in that case the output is de¬ 
scribed as unfinished. 

So much for what the enterprise sells. What does it buy? Its purchases 
consist of materials, labor, and the services of capital instruments. The last 
is a complex item. The price paid for the “services of capital instruments” 
includes depreciation or replacement of equipment, interest on money bor¬ 
rowed in the past to purchase land or equipment, rents paid for use of land 
or equipment owned by others, and profits accruing to corporate or indi¬ 
vidual proprietors. In addition, the enterprise pays taxes. 

Let us analyze the value of the output of a single enterprise in the man¬ 
ner indicated. In order to take account of possible changes in the inven¬ 
tories of materials or finished goods held by the firm, we shall henceforth 
speak of output produced (instead of sold) and materials used up (instead 
of purchased). 

Although the language of this discussion is most obviously and directly applicable 
to capitalist enterprise as we know it in the United States, the principles involved have 
■ a much wider validitjf. They apply wherever labor and materials are purchased and 
output is sold by administrative units having individual accounting responsibility, ro¬ 
adless of the character of the markets in which buying and selling occur or the type 
rf-iiM»ntive governing management decisions. The principles to be discussed are there- 
. "Tore equally vaUd for a system of state capitalism such as that of the Soviet Union as 
^they are for the American economy. 
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Thus rhc mere face rliat a business pays M’ages, interest, and rents and 
earns pi'ofits fri»in producing and selling output means that it generates in- 
coincs-f<u- the wage earner, tlic bondholder, the rent receiver, and the 
stockholder—in the prcjcess. 


INCOME ACCOUNT FOR A SINGLE ENTERPRISE 

Value of output produced = Value of materials used up 

+ Wages and salaries of employees 
+ Depreciation 
+ Interest paid 
+ Rents paid 
+ Profits of proprietors 
+ Business taxes 


But the principle a\’C are investigating is really much broader than this. 
For in fact the total amount of income generated by any economic system 
during a given time period, sa\' a \car, must exactly C(|ual the value of its 
vet output, i.e., the value of fiuhhed goods and services produced, a]tcy de¬ 
ducting the value of goods used up in production. To see that this is so, we 
„,usr extend the above analysis to include the entire economy. Let us hrst 
crmstruct income accounts for all enterprises, and then add them. The fol¬ 
lowing identity has the same form as that just given. 


SUM OF INCOME ACCOUNTS 

Value of output (finished and unfinished) 
produced by all enterprises 


FOR ALL ENTERPRISES 

= Value of materials used up 
+ Wages and salaries 
-F Rents 
+ Interest 
-f Profits 
-F Depreciation 
+ Business taxes 


Ihit materials purchased by 
of some other enterprise; let 


one etiterprise represent the iiiiftnished output 
us deduct these amounts from each side of the 


account. 


CONSOLIDATED INCOME ACCOUNT FOR 

Value of finished output produced by all enter¬ 
prises 


ALL ENTERPRISES 

— Wages and salaries, 
interest, rents paid, 
and profits earned 
by all enterprises 
-F Depreciation 
-F Business taxes 
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With the compilation of a consolidated income account for all enter¬ 
prises, the chief remaining step in setting up such an account for the nation 
as a whole is to make allowance for the activities of government. Let us 
think of government as a single vast “enterprise” performing a great num¬ 
ber of services for the community at large—providing schools and highways, 
administering justice, fighting the nation’s enemies. A negligible fraction of 
these services is sold for cash. While this fact is no reflection upon the value 
of the government’s services to the community, it prevents us from meas¬ 
uring governmental output as we did the output of private business-by its 
sales proceeds. Instead we may follow the practice usual among statisticians 
and (withdut begging too many questions) value the output of government 
at cost. In principle the cost of government should include an allowance for 
depreciation of public property; however no satisfactory estimate of this 
item has ever been made. 


INCOME ACCOUNT OF GOVERNMENT 

Value of government output = Value of goods and services pur- 
(government purchases of chased from business enter- 

goods and services) prises 

"h Wages and salaries of govern¬ 
ment employees 
+ Interest 
+ Rents 


By combining this account with the preceding one we obtain a consoli¬ 
dated income account for the entire national economy.. Just as the value of 
unfinished output appeared on both sides of.the account and disappeared 
through cancellation when we combined the accounts for enterprises, so the 
value of goods and services purchased by government from business’ enter¬ 
prises IS part of the finished output of the latter and disappears on consoli¬ 
dation. 


CONSOMDATED INCOME ACCOUNT FOR ALL ENTERPRISES 
AND GOVERNMENT 


Value of finished output pro¬ 
duced by enterprises (except 
that sold to government) + 
Value of government obtput 


Wages and salaries. Interest and 
rents paid by enterprises and 
by government; and profits 
earned by enterprises 
+ Depreciation of business capital 
"b Business taxes 
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^^’c liavc disnnuuishcd rhc nvain kinds of income, and the categories in 
v. liich it is mcasLired. Finished output sold by enterprises to individuals con¬ 
sists ot consumer Ljciods and services, or coiisiiv/ptioi/. Finished output sold 
1)V enterprises to other enterprises consists of capital cc|uipment and stiuc- 
turcs, and its \alue is know n as ;^ross iiii'C^tu/cnt.' Government output we 
have airrced to measure by the cost of govcniiiiciit piii'chiiscs of goods and 
sci'i'iccs. These three items arc together known as the gross ijaTio)hd piodiict. 
Meanw hile, the first item on the right-hand side above, the sum of all w’ages 
and salaries, interest, rents and profits, is known as the 'national inconic. We 
can therefore rewrite as follows the consolidated income account for the 
nation as a whole. 

ANALYSIS OF GROSS OUTPUT 


Gross national product at market 
prices (consumption + gross 
investment + government pur¬ 
chases of goods and services) 


National income (wages and sal¬ 
aries, interest, rents and profits) 
+ Depreciation of business capital 
-F Business taxes 


We can now attribute quantities to these several items. Their values for 
the year 1946 are shown in rable 5. Gross national product in that year 
roraled $203,700,000,000, and national income $178,200,000,000. 


Table 5 gross national product and national income, 1946 


(in billions of dollars) 


Consumption 
Gross investment 
Government purchases 
of goods and services 

Gross national product 
at market prices 


143.7 
29.4 

30.6 

203.7 


National Income 
Depreciation 
Business taxes 


Gross national product 
at market prices 


178.2 

11.1 

14.4 


203.7 


It will he apparent from this discussion that only a part of the sale pro- 
r cels of the economy’s gross national product becomes income. Of the cost 

i()l,vi..i.sly liny capiuil c.|m,.i.Rnt or structures that a tirm produces for itself is 
.,lso -1 tun of gross investiuem. Invest.nent also includes any ttec add.t.on to husuuss 
;„vent.Ines an/any net increase in claims agatnsr foreigners; thpc 
in tiu' fi.Mircs for i-n.ss aiul net investment, and are discussed below. In them), i ■ 

works; unfortunately la.k of data prevents the separation of such capital fton. 

[ro\ermnent esjienditures. 
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f producing output, that part which consists of depreciation charges and 
usiness taxes is not included in national income. Why not? 

Let us begin with business taxes. In the calculation of national income, 
lis name, is given to those taxes which are included in the market prices of 
oods. They sometimes are called “indirect taxes” in the sense that they 
re assessed against business concerns engaged in producing scmie kind of 
roduct and are passed on by these firms to the buyei's ol their products 
trough the prices that are charged. Business taxes consist largely of excise 
!xes on such commodities as liquor and tobacco. 

If we could observe what happens to the twenty cents w e pa\' for a 
ick of cigarettes, we would see that perhaps eleven cents is paid out by 
le distributor, manufacturer, or tobacco farmer in the form of “w ayes and 
laries, interest, rents, and profits,” i.e., is paid out as income. This\-le\ en 
;nts is the amount which it cost the community to produce the ciyarertes, 
;., the value of the productive services embodied in the article. The (^ther 
ne cents—we have supposed—is taken by the government in tax. It repre- 
nts a simple (but compulsory) transfer of purchasing power from the 
irchaser of the cigarettes on the one hand to the tax collector on the other; 
is in no sense a payment for productive service. But national income 
easures the value of productive services rendered by the community. This 
why we exclude business taxes from national income. 


Next we ask why “depreciation” is excluded from income. This com¬ 
ment of the price of the product is simply another name for the value of 
pital goods consumed or used up in the process of production. Alterna¬ 
tely, we may think of depreciation as the value of freshly produced capital 
'ods currently needed by enterprises for replacement purposes. The part 
gross output needed to make replacements is, so to speak, mortgaged in 
vance. That is to say, it is not a net addition to the stock of capital. In 
der to measure the output which is truly available for consumption, or is 
let addition to the stock of capital-that is, to measure the community’s 
mme-we should deduct from gross national product those items needed 
r replacement purposes. Such items are included in gross investment, and 
.s from this component of gross national product that the deduction has 
be made. The value of capital goods not needed for replacement, but 
atlable for expansion, .s known as net investment. The correspondina 

»/ We may now rewnte the nation’s consolidated income 
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ANALYSIS OF NET OUTPUT 

Net national product at market prices (consump- = National income 
tion + net investment + government purchases + Business taxes 

of goods and services) 

The qualification “at market prices" is necessary because, as we shall 
see in a moment, there are two ways of measuring net national product. 
Evidently the whole market value of the net output becomes income, except 
for tlic item “business taxes.” Hence the price for which any commodity 
sells in the market may be divided into two parts: (i) the amount paid for 
the productive services of some worker or capitalist, i.e., the remuneration 
of some “factor of production”; and (2) taxes paid by the enterprises en¬ 
gaged in producing the commodity. The first of these—the remuneration 
of tire factors of production—is called the fiictor [vice of output. Thus the 
market price of output is equal to its factor price plus taxes levied on its 
production. 

“National income” measures the community’s net output, just as does 
“net national product at market prices.” This net output consists in the tw o 
casts of identically the same goods and services. But in the national income 
total they arc measured at factor prices instead of market prices. National 


Table 6 net national product and national income, 1946 

(in billions of dollars) 


Consumption 
Durable goods 
Nondurable 
goods 
Services 
Net investment 


Government pur¬ 
chases of goods 
and services 


Net national prod¬ 
uct at market 
prices 



143.7 

National income 

14.9 


(equals net na¬ 
tional product 

87.1 


at factor 

41.7 


prices) 


18.3 

Wages and 

29.4 


salaries 

11.1 


Profits of un- 


30.6 


178.2 


192.6 


116.8 

incorporated 
business 35.0 
Interest and rents 10.0 
Corporate profits 16.4 
Business taxes 

Net national 
product at 
market prices 


14.4 


192.6 
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icome may in fact be defined as “net national product at factor prices.” 
.bus the qualification “net” excludes depreciation; the qualification “at 
actor prices” excludes business taxes. 

The totals for the United States for the year 1946 in Table 5 are 
“arranged in Table 6 to show net national product and national income. 

Let us review the various steps in the argument to this point. In 
oing so we shall refer to Fig. 4 (p. 160) showing figures for the year 1946 
as in Tables 5 and 6). Gross national product ($203,700,000,000), com- 
osed of consumption, government purchases and gross investment, appears 
n the left-hand side in column A. With the removal of depreciation, 
lown in column B, there remains net national product at niavket prices 
5192,600,000,000) in column C. Column D shows how net in\'cstmcnt and 
overnment purchases are financed out of savings and tax revenues. Column 
is simply a rearrangement of column D. In column F business taxes arc 
sducted, in order to convert from net national product at market prices 
) net national product at factor prices. In column G we have national in- 
)me broken down by use, and in column H by type of income, as in 
able 6. In column I the same total is divided according to the industry 
which the income originates. 


THE GENERATION OF INCOMES SELF-SUSTAINING? 

This chapter has described the manner in which production venerates 
comes. Inevitably the comparison of value of output with income gen- 
ated led to the consideration of national product and national income 
ifore we pass to other aspects of income and product, let us pause brieflv 
look at the money flows involved in the production process and to ask 
irselves whether the generation of incomes is likely to be a self-sustainino 
ocess^ It Will be convenient to think in terms of the distinction, useful if 
mewhat artificial, between “the public” (income receivers and consumers) 
the one hand and “business” (income disbursers, which, for 
ular purpose, will include government) on the other. ^ 

We shall first briefly dispose of a rather obvious misconception which 
_ times creeps into the public press. We have seen that gross national 
odu« vegulariy runs several billion dollars a year ahead of national in- 
me. From this fact people have been known to conclude that business 

T"' “ ft ■" th™ it take 

.!«. lix. b... „ b. ,K. ..,1,,,,, "to"" 
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of gross national product over the national income consists of two items, 
depreciation and business taxes. It is true that the prices (jf consumcis 
goods (which are purchased out of income) include allowances foi depre¬ 
ciation and business taxes, but these amounts are soon, if indirectly, paid 
out again as income, Xhis is because sums set aside for depieciation aic 
used to purchase capital goods for replacement, and so become income to 
the providers of factors of production employed in making capital goods. 
In similar fashion, business taxes are used by government to finance its 
operations, and so become income to government employees or contractors. 

By an examination of Fig. 4 tbe same point may be seen from a slightly 
different angle. The only portion of gross national product (column .\) 
purchased directly by consumers out of their incomes consists of consumer 
goods and services (column G). The remainder of gross national product 
(column A) is sold either to government or to other enterprises. A portion 
of the funds to finance the purchase of this remainder docs indeed come 
indirectly from the consumer in the form of savings and income taxes 
(column G); other funds come from taxes paid by business (column F) 
and depreciation (column B). 

Thus we may say: (i) proceeds from the sale by business to the public 
of finished goods and services furnish the funds out of which incomes arc 
paid by business to the public; (2) the incomes received by the public from 
business enable the public to purchase the finished goods and services pro¬ 
duced by business. The flow of money associated with the production and 
consumption of wealth is therefore circular in character, from the public 
to business and back again to the public. The path which money takes as 
it percolates through the business system, from its receipt as sale pro¬ 
ceeds to its disbursement as income to some individual, may obviously be 
quite complicated. For instance, suppose a consumer buys a w’atch from a 
retailer. Part of the proceeds will go for the retailer’s expenses (e.o., wages 
and rent), and part will be paid to a wholesaler, A portion of this sum will 
be paid by the wholesaler to a manufacturer of watches, and a portion of 
this again will be paid for raw materials, in this case to metallurgical firms 
and metal-mining companies. At each stage in the proceedings a portion of 
the original sum is split off and distributed to income receivers, and the 
remainder is used to make purchases from other enterprises. Eventual^, if 
we follow the chain of transactions far enough, the whole of it will become 
- wages, salaries, interest, rents or profits. 

Looked at from the point of view of any single individual the matter 
can be put more simply. Money which he receives from the economic 
system as an employee, independent producer, or owner of property, he 
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Suppose, on the contrary, the community spends more than it earns. 
That is just another way of saying that the current output of capital goods 
(gross investment) is insufficient to make good the current depreciation of 
the existing stock of capital. Failure to replace capital goods consumed is 
rare and has occurred in the United States for brief periods only. It lias 
happened when the economy was operating at such a low' level that replace¬ 
ment did not seem worth while or could readily be postponed. For a few 
years during the Great Depression of the 1930’s the existence of idle cejuip- 
ment encouraged so much postponement of replacement that, as w e saw in 
Chapter 6, the stock of capital actually declined. And the stock of capital 
has also declined in wartime; the economy was operating at a vciw high 
level, but resources to make replacements could not be spared from more 
urgent tasks. Thus for several years during World War II the nation did 
not fully replace worn-out capital; w'herever possible replacement was post¬ 
poned in favor of munitions output. Failure to replace worn-out capital is 
so exceptional that we may safely concentrate upon the normal case in 
which net investment—and saving—are positive quantities. 


HOW SAVINGS ARE INVESTED 


The community’s behavior is the aggregate result of individual deci¬ 
sions. One income receiver may save by burying coin in the back yard. Yet 
such a practice would not be typical of savers at large. It is more con¬ 
venient, and sufficiently accurate for present purposes, if we think of savers 
as lending their savings to enterprises in need of funds. Which enterprises 
are in need of funds? Businesses purchasing materials replenish their cash 
resources through the sale of their output. Businesses purchasing equipment 
for replacement finance such transactions also from the sale of output-in 
this case through the medium of depreciation reserves. Neither pv^pe of 
transaction requires any fresh financing. With businesses which purchase 
new, additional capital instruments matters stand otherwise. Such enter¬ 
prises have expanding capital requirements and need additional funds not 
obtainable from the sale of output.^ These are the businesses which stand in 
need of funds, and it is to them that income receivers lend their savings. 

In practice the transaction whereby individual savers transfer their sav¬ 
ings to enterprises with expanding capital requirements may be a very com- 


The finance of new capital requirements by a business out of its profits affords no 

Te sanrr in such a case the funds come indirectly from 

nrL immediate source consists of saving performed by the enter- 

p on behalf of its proprietors. Saving by enterprises is dfscussed further below 
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able 7 use made of national income, and its relation to 

NET NATIONAL PRODUCT, 1946 

(in billions of dollars) 


Consumption 


143.7 

Consumption 

143.7 

Durable goods 

14.9 


Net investment 

18.3 

Nondurable 



Gross investment 29.4 


goods 

87.1 


less Depreciation 111 


Services 

41.7 


Government pur¬ 


Savings 


16.4 

chases of goods 


Income taxes * 


18.1 

and services 

30.6 

National income 


178.2 



Business taxes 


14.4 



Net national prod¬ 



Net national prod¬ 


uct at market 



uct at market 


prices 


192.6 

prices 

192.6 


* Strictly, income taxes (individual and corporate) minus government Iron'^fcr poyment- (e g 
iterest on the debt). These poyments have to be deducted because they are not included in 
overnment output (purchases of goods and services) on the right bond side of the table. Transter 
ayments are explained below. 

We may summarize what the public did with its incumc in 11)4^. ()1 
i total of about $178,000,000,000 slightU' more than a tenth w ent for ineoiiie 
:axes, slightly less than a tenth was saxed, and four-hfrhs was used foi' con- 
umption. Consumer spending was divided rather unetjuallx anitmc durable 
^oods (e.g., automobiles and radios), nonditrable uoods (e.r;., food .ind 
Nothing) and services (e.g., house rent, transportation, medical attention, 
iiovies). A more detailed account of the composition of consumption x\ dl 
)e found in Chapter 17. 

>OME ACCOUNTING COMPLEXITIES 

Already the ideas involved in the treatment of national income and 
aroduct seem rather complicated. Yet in the preceding discussion w e hax e 
nade the matter appear simpler in sex'eral respects than it actualK' is, W e 
ieliberately glossed over a number of difficulties, and made several state- 
Tients which (the reader may have noticed) call, if not for modihearion. at 

east for elaboration. Some of these further complications w e must now 
:onsider. 

^ In constructing the above framework, we have chosen to reward trans- 
ictions involving the earning and spending of income as occurring betw een 
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“the public” on the one hand and “business” on the other. When the enter¬ 
prises which produce goods and generate incomes are corporations and pos¬ 
sess independent legal existence, no qualification is necessary In the rea 
world, not everyone receives income in the form of a payio , interest or 
dividend check from a corporation. We have to show that the above con¬ 
cepts are appropriate, even where businesses are not incorporated and where 

nersons are self-employed. . 

^ All we need to do, in order to bring our storekeeper or our profes¬ 
sional praetitioner into the picture, is to split his economic 
ttvo parts. He has his business, in which he buys and sells go^s and serv¬ 
ices and into which he puts his own labor in return for profit or profes¬ 
sional income. And he has his personal accounts, hke ‘‘"r J 

m which he records income received from his business and the amounts of 
his expenditures and savings from this income. There is there ore no con 
tradicLn in principle if we assume (as we did above *^ 8“^ 
services composing the national product are produced by business en 
priircor byVvemment), and that all incomes are received by individuals 

from business enterprises (or from government). 


imputed income 

We tend to think of income as received in the form of mon^, yet 

partly in commodities which arc consumed by farm families. e a 
?:rmL or their families consume some of t_hem produce instead of *g 

:;r::i:h:dt - as .0.^ .e um^ 

"iricr are ca.,ed .mputed" 
‘"Tnin the annual rental value of homes occupied by their owners is 

national income. Why should the accident of 
not a home contributes services to die national 

of income statistics, including include 

eluded that ownership is irrelevant in this , ihei. 

in national income the imputed rental value of homes p X 
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owners, and in national product the imputed value of the shelter that the 
homeowner consumes. i 

If homes are to be regarded as a form of capital, producing services for 
their occupiers and yielding income to their owners (even when owners 
and occupiers are the same), why should not other forms of durable con¬ 
sumer goods—automobiles or refrigerators, let us say—receive the same treat¬ 
ment? In truth, such durable goods in the hands of consumers are frequently 
classed by textbooks on economics as “consumers’ capital.” Such goods 
yield a flow of valuable services to their owners. But whatever theoretical 
categories we might choose to establish in the present context the practical 
problem of measurement is decisive. There would be no way of valuing the 
services of durable goods in the hands of consumers, if we wished to regard 
these services as a form of income. Therefore these services have been 
excluded from all national-income estimates so far compiled. The values of 
durable consumer goods are included in the statistical total of consumption 
in the year in which they are purchased. 

INTERNATIONAL PAYMENTS 

Some income is earned in producing for export; and certain constitu¬ 
ents of the national product come from overseas, or are manufactured from 
imported materials. If it were true in every period of time that “exports 
pay for imports,” i.e., if the value of the nation’s exports always equaled 
the value of its imports, the existence of international transactions would 
offer no additional complication. The identity of national income and net 
national product, established above, would still hold. But in fact there is no 
necessary equality between the value of a nation’s exports and the value of 
its imports over any particular period of time. 

Proceeds from the sale of exports are automatically included in the 
national income total, since the goods exported are produced by American 
enterprises. Likewise, the value of imports is counted as part of the national 
product, since the consumers’ goods imported are sold to American con¬ 
sumers, and the capital goods to American firms. The remaining compo¬ 
nents of the international balance are not automatically included, but re¬ 
quire separate consideration. 

National income is the aggregate income of residents of the United 
States. To the total of incomes earned from the productive activities of 
American enterprises, we must plainly add income received from abroad 
and deduct income paid to foreigners. We add into the total such items as 
for example, dividends received by residents of this country upon the stock 
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Table 8 composition of net investment, i946 

(in billions of dollars) 

Gross investment in equipment and structures 20.9 

Consisting of: 

Capital equipment 12.4 

Residential construction 3.4 

Other construction 5.1 

Less Depreciation of equipment and structures 11.7 

Leaving Net investment in equipment and 

structures 9.8 

Net increase in business inventories 3.7 

Net increase in claims against foreigners 4.8 

By the United States government 3.2 

By private business 1,6 

Total net investment (as in Tables 6 and 7 above) 18.3 


Evidently net investment represents the value of the addition to equip¬ 
ment, structures, inventories and claims against foreigners which occurred 
during the year. Does the statement mean that the nation’s wealth increased 
by $18,300,000,000 during 1946? Before we could answer in the affirmative, 
several qualifications would have to be made. 

1. As we have seen, the figure does not include domestic capital ex¬ 
penditures by government agencies (i.e., public investment within the 
United States). 

2. The figure of $3,200,000,000 for foreign investment on government 
account during 1946 includes relief expenditures abroad and other “un¬ 
requited exports,” as well as loans which are contractually repayable. Con¬ 
sequently the figure overstates the net increase in claims against foreigners 
on government account. Included are several installments of the loan to 
Britain. (The Marshall Plan was of course not yet in operation.) 

3. As already noted, the calculation makes no allowance for changes 
in the stock of durable goods (except homes) owned by individuals. 

4. Changes may occur in the value of existing assets. Insofar as equip¬ 
ment depreciates through use, the change in value of existing assets is de¬ 
ducted when we convert gross investment to net. But the value of a nation’s 
stock of capital changes for all sorts of other reasons; for instance, mone¬ 
tary inflation (or deflation) may lead to a general rise (or fall) in the cost 
of reproducing equipment, and, therefore, also in the value of existing 
equipment. All that data for investment seek to measure is the value of the 
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Ze,„.n to the stock of capital goods (and^ plaints against fomgners) 
rhanaes in the value of this stock due to inflation or deflation, or to otl 
causefobviouslv are not included in the value of this increnient^Even the 
value of the increment is measured imperfectly, as eve have seen. 


national income vs. personal income 


■'i “ip= 

«rt.““wser. As we have seen, some paiu of the sales proceeds 
nf tl!: oufpu^ of the economic system 

corporate enterprises rather than to ^ goldL as divi¬ 
,cnds. There is, diLihuted by them to 

earned ly managed businesses commonly pay out in 

stockholdcis. ^ course of the 

dividends somewhat .. ^ . cs : p covino-it. Such business savings 

year, adding the c’f investible funds as are the sav- 

are ” p'Y AnTin ycals when profits decline or losses are suffered, 
mer unusual L corpions to^l^y, ei;;^: 

;:h1xr'2ur::'in;::::ittl.tcd ycr income eamed have some¬ 
times been called “negative business of 

Oinsenucntly, the national as his share in 

individuals’ incomes, if we count rac a,„o„nt of dividends actually 

N..... r;!‘rsi— 
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In computin',' the national income w e also exclude them, but for a different 
reiy»n btcau'c thev are not paid in return for anv service to production. 
Ut v^ant the national income to mea>ure the net national product at factor 
prices, but it will do thi> accurateb' onl\' if we include all payments made 
in return !<jr ^ers icc-N to production, and exclude all other pac inents. 

Such items, which we \ush tei exclude, are called "transfer payments." 
S^aiiic of tliem would, indeed, be considered income Iw the recipients. An 
c.xample is interest received b\ tiwners of uovernmeiu lioiuls. I'xcept w here 
the oljhc'ations are tax-exempt, interest on the public debt is regarded 1 )\’ 
the federal bureau of Internal Revenue as a form of income that is subject 
to taxation. SometimcN such interest is paid in return tor a productive serv ice 
and vuiietimes not. \\ here the obligation was incurred to finance a publicly 
owned enterprise—f'tr example, a municipal power plant—the interest rep- 
roents the productive services of a capital instrument, and the amount paid 
IS appropriJtelv included in the national income. Just as we include interest 
on Lor|yoratc Inmds because it represents earnings of ei|uipment purchaseel 
out of the proceeds of the bond issue, so we include interest on Lfovern- 
ijicnt bonds where the bonds represent productive assets. Not so in the case 
(tf the deadweight debt, i.c., debt which was incurred to meet the operating 
c.tpcnses of government. Such debt is matched by no phx sical asset, and the 
interest payments measure no service to production. .Most of the federal 
debt, ineurrcit to finance World War II. is in this category. Most of the 
interest paid by tlie federal government therefore consists of transfer pay¬ 
ments. and is cxeludcii from the national income. Relief payments (other 
than w«irk relief) arc m the vmie position and are likewise excluded. 

Pasurul iiiiomc ni 11^41'.. In [scrsonal income, or "income clis- 

mbuted to individuals" as it is sometimes called, was slightly less than na¬ 
tional income. The relationship is show n in Table y, w hich summarizes the 
preceding discussion. 

Table 9 national and personal income, i 946 

(in billions of dollars) 

Notionol income 

Corporote tovingt 
pbts Trofttfor payments 
IntoTMt on public debt 
Othof 

Pononol incomo 


178.2 

10.8 

9.8 


4.5 

5.3 


177.2 
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HOW THE FIGURES ARE ASSEMBLED 

The statistics of gross nattonal prodoct and of national income for ,946 
even in this chapter, and the figures for other years g.ven m the nex 
chapter were assLbled by the Department of Commerce from a xvide 
arietv of sources. A brief aecount of the methods followed seems m po.nt, 
Thrlst important sources are the censuses of agriculture, m.n.ng, manu- 
factnrino and^construction, which are taken in con|unction with the dece - 
n c mus of population and also in other years in which no poptilat on 
"It is made. From these sources, both value of product and wages and 
al ties nTd can be obtained. Data for other industries can be extracted 
from the censuses of wholesale and retail distribution, of elect! ical indu 
and of service establishments, taken at irregular intervals. Railroad, 
companies 

"rr::! r;:. 

as a by-product of the assessment f sources feted 

lished annually in the Statistics of estimating gross na- 

above include only the more '-P";™;,;;“,;^t;':,r:„„cc,ed\y state 
tional product and nationa , research organizations. Some- 

governments, trade associations, a p < i existin^T sources. Fre- 

times special field surveys are ina c to ®^’PP ^ j accuracy 

ciuently the information from one source can be used to 

of figures from concerning the activities of 

the American economy, age. I . j,^j.^rince, 

piling such figures as “’i./d by multiplying 

i„ some mdustrics „f persons employed; the 

average rates of wages by th census or in other ways, 

latter figure may be derived ' 'y^^'r'prises always present a difficult 

Again, the profits of „„ids of such btisinesses can often 

problem to the statistics . ■ estimated by using ratios 

be measured from census sou.ee,, . ^ 

,,,ivcd from corporate -P^" ^ 2 ;'; of Internal Revenue reports of 
procedure. It might be thought t . ‘ could provide a 

incomes declared by people fil mg <hi individuals and 

■“ T ;i i:.:-;.. - ~.r »” 

SmX 1 ...-i"’"- .... ■" 
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Figures for national income anil proiluct are coniinualK rei i .nl in.I 
brought up-to-date by the United States Depaitment ol (.(iiiimein. I In 
latest estimates are published from rime to time in the .S///;\y oj 
Biishicss and in the Federal Rewrve B/illeli/i, and are leprinliiLed in the 
financial pages of the daily press. 



CHAPTER EIGHT 


Our national income 
and its distribution 


determinants of the size of income 


0 „r cbicc. in developing ehe ^ 

in this book ,s twofold^ “ ™tam°ework for measuring the cver-aU 

rrion^rcLomicVem.^ 

firs, purpose. We studied the of wealth. 

the generaf on of “jOith the second objective. We shall 

This chapter will be cone United States within 

seek to measure the results of and distribution of the 

recent times, as J ^^at national income statistics answer a 

rs'i- .1. *.1. 

As the emhodiment of the pract« testd^jf e^^ comprehensive 

national income or net nationa proi community, 

measure which we pos-sess, lo i o community makes use of the re- 

and also of the efficiency These two concepts-welfare 

sources, human and material, . ^ " .P efficiently a society 

and cfficicncy-arc aspects o a ^ fc mem- 

conducts Its economic affaii., g determined by 

Pets, The material conditions in odticedi and (t) 

two circumstances: (i) the !' ^m„„ Ye members of the 

"tis." u"» ' "■" ”"""" 
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tribution among the members of the community by observing the sizes of 
incomes received by families and single individuals. 

Of course, the extent to which a nation is able to satisfy the economic 
needs of its citizens depends directly upon the efficiency with which it uses 
its resources—upon the efficiency, in the widest sense, of its economic sys¬ 
tem. This efficiency depends, for any given nation, upon two broad sets of 
circumstances. The first consists of techniques of production, the availability 
of raw materials, the opportunities for foreign commerce, the native skills 
and degree of education of the inhabitants. Mainly because of progress in 
the productive arts, the volume of goods and services produced in the 
United States per capita of population has shown an upward trend for over 
a century, possibly indeed since the very first settlements on this continent. 

The second set of circumstances includes those governing the extent to 
which currently available resources are utilized. The proportion of the avail¬ 
able labor force actually employed, the degree to which capital equipment 
is steadily in use, are of vital importance. They may conveniently be sum¬ 
marized as the “level of economic activity,” or-for an economic system 
consisting primarily of private business enterprise-as the “level of business 
activity. When our national income has declined, sometimes for several 
years at a time, as it did during the early 1930’s, lowered production has not 
been due to a loss of workers’ skill, to exhaustion of resources, or to dimin¬ 
ished benefits from foreign commerce. Lessened output has resulted upon 
such occasions from a fall in the number of people at work and from dimin¬ 
ished utilization of capital equipment and other resources-in a word, from 
a decline in the level of business activity. The alternations between periods 

of prosperity and depression to which our economy is subject will be dis¬ 
cussed in Chapter 9. 


THE SIZE OF THE NATIONAL INCOME 

_ We have seen in the preceding chapter that the national income, or net 
nanonal product at factor prices, of the United States in the year .,46 was 
S.78,000 000,000. The calculation which produced this estimate was essen¬ 
tially a form of national accounting. As a way of appraising the results of 
conomic activity, such a dollar total must definitely be reckoned a second 
est. It IS a substitute for the listing of the actual goods and services pro¬ 
duced, and consumed or invested within the United States in the year iL/; 
so many loaves of bread, so many pairs of shoes, so ma^ m^ie'h:::^ 
y 0 every item which the economic system brought forth. The sub- 
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l„r rlic Ne.ir in qucsti.m. Ho«cva-, as s'c liave all licen driven to realize 
rcccntlv; the pineliasnii; power of the dollar is far troii, stable it often 
vines diatplv fro,,, one t ear to another. One dollar or a b, lion dol ir in 
„;4fi M onld not but- the same quantity of goods as one dollal ol a bi ion 

dollars in 1939. 

REAL NATIONAL INCOME 

! ■ I t-i-nf it; "hiooei"' at one time and 

Measuring vakies ^vlth a dollai that is bi .ei . 

“smaller” at another is like measuring distance with a yardstick that al 

natelv stretches and shrinks. Obviously, to compare the actual amounts ^ 

colosing the national income in any one year tvid, t e amounts m 

"" . vf.nr\\c must make allowance for changes in the puichasin^ 

any othci ^ cai, a\ nrallnr ‘ire noth- 

p,;„ er of the dollar, lint clianges in the bny.ng power o - « ^ 

!„n more than variations in the level of prices in gene al. If all price dot , 

a dollar will buy half as ninch as it did '^^‘'“^mition ii 

a dollar will buy nv.ce as ' yj;yj_,.X,g) index of the United States 
based upon the consumeis pnec ( - " • ooods and services 

,„„,„ht by c.,nsu„,|ms m ' >; „f Thus the 

same * and sc,'vices costing |.oo in ,9.19 

composite pnee of a 

7' ’lit" t'od.’nv what could' liave been bought for a dollar ,n I9!9- 

i!i:;:;"r:,i::Lishr,u,it,ifnotphvsicaiiy,at,.st^ 

^ - p''« 

.•constant d, la, 1 a , yiy p,,. ,„,,s,„-i„g the value of goods ,n 

power of whose d ' ^ ;„„„„c is expressed first in 

O, her years. In r,b c a, t' ’ the two 

brio,- o„lr yea,', we have ,o perfom. a calculation 


Table 10 real national income 


1929 

1933 

1939 

1946 


National income 
National income • „ ] 939 dollars 

„„.,„U.I,oo con—pr,.j,.U.. 


(billions) 

87.4 
39.6 

72.5 
178.2 


123.2 

93.0 

100.0 

140.1 


(billions) 

70.9 

42.6 

72.5 

127.2 




1929 1930 1931 1932 1933 1934 1935 193fi 19?\7 19^,9 19^9 1940 1941 
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,n ordn- t„ convert torak in current dollars to totals in ,939 dolors. The 
nati.nvrl income itr current dollars rvas, for instance, J.jS.roo.ooo.ooo m 
;,r, If SVC divide bv ,40.. and multiply bv .00, rse find that the .946 na- 

timral mconte i,. , 94P Mr. was only $,:™ ] 

Imlv for otlter years. The figures for national income in 1939 ca 

Wed in this as4v, show what the actual goods and services produced m a 
liiven year would have sold for, if the buying power of the dollar in tha 
year (as measured by the consumers’ price index) had been the same as in 

1939 - 


TRENDS OF INCOME AND PRODUCTION 
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The method of statistical deflation can, of course, be applied equally 
It ell to o ross national product and its constituents as it can to national income^ 
Some further results of correcting for price changes during and 
^\’ar II are shoti n in Fig. y The deflation has been carried out in e ch ca 
by usinu the consumers’ price inde.x compiled by the Bureau of La Ol 
lies. Thus, for eaainple, the movement of tvages and - 
dollars shoivs for each year the aggregate amount of wages and 
would have given tlic recipients the same command ovei consum g 
supposing that prices had not risen above the 1939 leve . 

^Ivefliotildltice in passing that the concept of ’’real income 1 

national product” ,s not quite as unambiguous as the discussion of the pte 
in p uppl.es. We have chosen to deflate national income with 

“ Merithelrices of consumers’ goods. Two comments may be iMe. 
First the price index takes no account of the fact that dining 1943 45 v 

commodirs were rationed or were completely unavailable and drat goo s 

n.-ra nfrrn of a Qualitv inferior to those available in peacetime. 
Tn::: : :: ::ttireknerLe m real product and real income sheiwn 
by the bars labeled “.939 aollars” in Figs. 6 and 7 " 

sLind, the use of a price index of ' dollar: 

expressed the various quantities m terms of a partieulai kind o 939 
\ Ihr with a fixed buying power over consuwers' goods. For mos p 

a d''"” 3'' iL cites,ions can be asked which could only be an- 
poses this makes sense, lint [ ■ instance, 

Lered by .esort to deflation by another type ‘ „ ,„ges 

. 3 .*-...... 

over consumers’ goods but over houis of labe l . 

riirs^ddtsom::::! 1'.:^::;: not anneal, m ,1., shown 
in the lowest panel of l i^. 7 * 

SIGNIFICANCE OF MEASURES OF REAL NATIONAL INCOME 

•n.c real nation:. 

constant buying powei-alfoid ■ . | ^hc efficiency 

»ess. both of the ..^ if nave made 

with winch .tuscsf „f „a,i„„al income backwards into 
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teenth century. The results of recent research in this direction by Simon 
Kuznets have been assembled in Fig. 8, which shows national income, or 
net national product at factor prices, over a period of seven decades. Be¬ 
cause of defects in the early censuses of production, it is difficult to com¬ 
pile reliable figures for individual years prior to 1900. For this reason the 
data are shown in the form of annual averages for each decade. 

National income is given both in current dollars and in dollars of 1929 
purchasing power. The data in the upper half of Fig. 8 show annual aver¬ 
age national income in billions of dollars, and are roughly comparable in 
scope to the material for recent years in Figs. 5 and 6. It will be seen that 
the net national product rose from under $10,000,000,000 a year during 
1869-78 to about $70,000,000,000 a year during 1919-28. Thereafter, during 
the decade 1929-38, there was a sharp dip in average annual money income, 
and a leveling off in real income. The effects of the depression of the 1930’s 
are clearly visible. The prolonged depression of the 1890’s can also be ob¬ 
served in the failure of the bars for 1889-98 to come fully up to the level 
suggested by the trend. 

NATIONAL INCOME AND INDIVIDUAL WELFARE 

Just as movements of national income, when measured in current dol¬ 
lars, are influenced by and conceal variations in the buying power of the 
dollar, so the income totals, whether measured in current or constant dol¬ 
lars, are influenced by, and conceal, changes in the size of the community. 
During the decade 1869-78 the population of the United States was less than 
fifty million; during 1929-38 it had increased to about one hundred and 
twenty-five million. To allow for this increase, we can compute income 
upon a per capita basis, as shown in the lower half of Fig. 8. Real income 
per head of population rose (at 1929 prices) from $215 in 1869-78 to $612 
during the decade 1919-28, and fell again slightly to $572 in 1929-38. The 
sixty-year increase in per capita real income was thus between two and 
three fold. It will be seen that real income, which depends upon the basic 
capabilities of the economic system and the extent to which they are utilized, 
rose more steadily or fluctuated less than did money income, subject to vari¬ 
ation in the purchasing power of the dollar. For instance, between 1879-88 
and 1889-98 the decline in price levels caused a slight fall in per capita 
money income, but this did not prevent a rise in per capita real income from 
the first decade to the second. Again, from 1909-18 to 1919-28 per capita 

money income almost doubled, but the rise in per capita real income was 
much more moderate. 






185 


OUR NATIONAL INCOME AND ITS DISTRIBUTION 

If it be true that real national income per head of population was about 
two and one-half times as large during the 1930’s as it had been during the 
1870’s, how much does this tell us concerning the economic welfare of the 
nation and the efficiency of its productive machine? The size of the flow 
of goods and services, measured by these figures, is certainly an important 
element in welfare. So is the distribution of this flow. Unfortunately we 
know almost nothing about the distribution of income between sections of 
the country, or between rich and poor, during the 1870 s, so we cannot say 
whether distribution was more or less uneven in those days than it is today. 

We can, however, list one improvement in economic welfare which is 
not reflected in Fig. 8—the reduction in hours of work. During the 1870 s 
many wage earners worked more than ten hours a day. In 1890 average full¬ 
time hours in manufacturing were about sixty per week. By 1920 they had 
dropped to fifty, and during the 1930’s average weekly hours in factories fell 
to forty. Comparable reductions occurred in other industries. An increase in 
leisure (unless it should be involuntary) contributes to welfare. We should 
notice, therefore, that welfare was advanced during the period both by a 
higher average real income, and by more leisure. And if we wish to judge 
the increase of leisure in relation to efficiency, we should observe that the 
increase in real income was achieved by the productive machine despite 
sharp reductions in working hours. 

NATIONAL PRODUCT IN WORLD WAR II 

The relations between gross national product and net national product 
or national income were explored in Chapter 7. It was indicated there that 
consumption, savings and income taxes go to make up national income or 
net national product at factor prices; and that, if to this sum are added 
depreciation and taxes paid by business, the result is gross national product 
(see Fig. 4, p. 160). It was further shown that gross national product can 
also be broken down into consumption and gross private investment, to¬ 
gether with government purchases of goods and services (or government 
output). The latter classification enables us to observe most clearly the 
changes which have occurred in the composition of the product during and 
since World War II. The magnitudes in current dollars are set forth in 
Fig. 9. 

Spending by consumers increased substantially from $67,000,000,000 in 
1939 to $144,000,000,000 in 1946, or by more than 100 per cent. Part of this 
growth of course occurred before Pearl Harbor, and part since the close 
of hostilities. Much of the expansion reflects, as we have seen, the wartime 
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don of manufacturers’, wholesalers’, and retailers’ inventories, a reduction 
partly caused by wartime restrictions on materials and partly by the activi¬ 
ties of consumers who had more to spend in consequence of higher ^^ar 
time earnings. Thus although consumer spending increased steadily from 
year to year, consumption plus gross investment—that is, total output avail 
able for private use—measured in current dollars declined after Peail Har¬ 
bor, as more and more resources were drawn into the war effort. Nonwar 
government spending varied little from year to year, so that total nonwar 
output also declined after 1941. 

The most striking feature of Fig. 9 is, of course, the vast expansion in 
government expenditure for goods and services used in the conduct of the 
v'ar. Whence did these goods and services come, and how were they 
financed? 

GOVERNMENT'S WARTIME SHARE OF INCOME 

The sources of the vast wartime expansion of government output are 
disclosed in Fig. 10, which shows only components of gross national product 
other than consumers’ commodities and services. The data from Fig. 9 for 
gross private investment and for government output (i.e., purchases of goods 
and services) are reproduced in the right-hand half of each column in Fig. 
10. (The vertical scale has been doubled.) The left-hand half of each col¬ 
umn shows the sources from which these two constituents of the product- 
gross capital formation and government output—were obtained. 

In normal times business concerns finance gross investment from re¬ 
serves for depreciation and from savings. As we saw in Chapter 7, the sav¬ 
ing in question may be performed either by business enterprises themselves 
or by the public (i.e., by individual income receivers). In normal times, too, 
government expenditures are financed either by business taxes or by in¬ 
come taxes. Of course, even in peacetime, government agencies sometimes 
borrow for capital purposes, and so use up current savings to finance public 
investment. When this happens, not all current savings are available to 
finance private capital formation, for a portion is borrowed by government 
units for public purposes. 

But if government expenditures exactly match tax revenues, gross pri¬ 
vate investment is equal to saving plus depreciation. In that case saving is 
equal to—and is exactly sufficient to finance—net private investment, or the 
net addition to the stock of capital goods and new construction paid for 
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characteristic of "normal times” teas closely approached in 1939 '94». 

in tvhich years saving pins depreciation differed from gross investment by 
less than *1,000,000,000, and nearly the whole of government output was 


Figure 10 SOURCES of gross investment and gov- 
ERNMENT OUTPUT, CURRENT DOLLARS, 1939- 

1946 
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WARTIME GROWTH OF GOVERNMENT DEBT 

As the defense program got under way, annual purchases of goods and 
services by government rose from around $13,000,000,000 a 3 car m 1939 
and 1940 to $25,000,000,000 in 1941. After Pearl Harbor, government our- 
put—mainly for military purposes—jumped to $60,000,000,000 in < 94 “’ 
$89,000,000,000 in 1943, and $97,000,000,000 in 1944- As houis of woik 
lengthened and women entered industry, more was produced. Measured in 
current prices, the product rose still faster, for when ^\■ar industry bid re¬ 
sources away from civilian uses prices and wages rose. Partly because of 
these developments, and partly because tax rates were raised, tax revenues 
jumped from around $12,000,000,000 a year—or almost as much as expendi¬ 
tures—in 1939 and 1940 to nearly $50,000,000,000 a year in 1943 and 1944- 
Tax revenues available to finance government output had quadrupled, yet 
government purchases of goods and services had grown sevenfold.^ The 
gap was met by borrowing. Thanks to more and larger money incomes, to 
the bond-selling campaigns, and to the absence from the market of many 
types of consumers’ goods, savings rose from $3,000,000,000 in 1939 to 
$40,000,000,000 in 1944. 

Fig. 10 indicates that, in each of the four years 1942 through 1945, the 
government absorbed the whole of these savings in financing its wartime 
output. In addition, restrictions imposed on private investment, and ph\'sical 
inability to carry out replacement, prevented business from using the w hole 
of its depreciation appropriations for the purchase of fresh equipment. 
These funds, too, were absorbed by the government for financing the \\ ar 
effort. To summarize, in the peak year of the war effort, 1944, to finance 
its output the government required the whole of its tax revenues, the whole 
of the community’s savings, and a large part of the provision for deprecia¬ 
tion made by business enterprises. Out of a gross national product in that 
year of $211,000,000,000 (current prices: see Fig. 9) less than $4,000,000,000 
was claimed by business enterprises for replacement needs, and the re¬ 
maining $207,000,000,000 was divided in almost exactly equal parts between 
civilian consumption and government output. 

^ Figures include state and local governments. As noted previously, tax revenues 
mentioned in the text and shown graphically are confined to those available to finance 
purchases of commodities and services; that is, are after deduction of go\ ernment trans¬ 
fer payments (e.g., interest on dead-weight debt). Figures for the growth in tax rev- 
•enues, without this deduction, are given in Chapter 24. 
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WAS WAR EXPENDITURE INFLATIONARY? 


Fios. 9 and lo show ho^^• the government t\ as able to command the out¬ 
put it needed to fight the Avar, and indicate the sources from which its vast 
Lrtime purchases of goods and services were financed. There remains a 
Vitnl quesLn « h,ch « this point enn be touched but btiefly Were these 
procehings inflationaru? We Itave seen that titc pubhc teas induced to save 
around ten times as much as it did in peacetime. Such expanded savings, to¬ 
gether w ith depreciation appropriations which business could not use o 
Llacement, were evidently sufficient to cover the so-called mflationa y 
nap between government expenditures and government tax ^ 

behag the case, we are surely entitled to ask, how and why did inflation 

Frustrated bv a scarcity of consumer goods, and exhorted by 
salesmen, vie sav'ed 540,000,000,000 in 1944- Vet we cannot claim as 
that we saved this vast amount out of a national money income no larger 

than prewari 540,000,000,000 would have been more than half the Jypooo- 
' 1 • -1 in insn If the national income (current 

000,000 national income we earned in 1939- » 

-::;t“i:;r;a:::rt::s:C^ 

1 fonr the national income rose to $182,000,000,000 111 1944. 
Tthat, after saving $40,000,000,000 and 

raxes, we snll had J^ll were able to spend 543 .ooo.- 

000,000 more for consumer gooes ant ^ jneome 

in l-ing W 

that year, for the hcnclit , spent before, 

knowledge that we were also spein ///^ matter; 

Certainly the savings campaign had son cthing 
,,, Pi, ,„ iomng and the genera, shormge of ^ 

' ■ W ,"n 1” of Tig."-- md'v V 7 cansinrii "T'.'''' “ 

p!,nd'faf,'Iiote rapidly than',he pastas closwi'only 

iween gnvcnimtnr expcndiiuics p | resulted In in- 

resort ,0 inllalion. ^ ^ y ^ are di- 

ni«i--OVnl.aps.h.sc,.uldno, l ve^ priniifacturers of win 

vcried to mililary purposes Ir.ist painluiiy 
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goods bid them away from peacetime uses by offering ever higher pnces- 
and, as a result, earning and distributing ever larger money incomes. The 
mechanism of inflation involved the sale of bonds by the government to 
the banks. Its symptoms were seen in the declining purchasing power of 
the dollar. But further consideration of the inflationary character of war¬ 
time finance must be postponed until Chapter 21. 

THE DISTRIBUTION OF INCOME ACCORDING TO ITS SOURCE 

To know that the national income was so-and-so many billion dollars 
last year may tickle our imagination, but it tells us nothing about the way 
in which income is distributed. While the total national income, especially 
if considered in relation to the purchasing power of the dollar, provides the 
most comprehensive single measure of economic activity in general which 
we possess, it does not in itself tell us anything about the shares of the na¬ 
tional income produced or received by different economic or social groups, 
or anything about the uses to which this income is put. We may think of 
the national income as a gigantic melon. The shares of the melon going to 
different sectors of the economy, or different economic groups, determines 
the welfare of one group compared with that of another. 

It is interesting, in the first place, to inquire how various segments of 
the economy contribute to the flow of goods and services which constitute 
the net national product. Totals broken down in this manner tvere shown 
in Fig. 5, as were also the year-to-year changes in those totals. It can be seen, 
for example, that the contributions of agriculture and of manufacturing de¬ 
clined much more sharply during the depression of the early thirties than 
did the shares of the service industries (in which are included the independ¬ 
ent professions) and government. It is interesting also to observe the extent 
to which government has increased its contribution during the period, espe¬ 
cially after 1933, both absolutely and proportionately. This trend reflects 
not only the extensive work-relief and public-works projects of the later 
thirties and the vast governmental activity of the war years, but also the 
large addition during the last uvo decades to the list of regular governmental 
functions.^ These changes can be seen most clearly if the data upon which 
Fig. 5 is based are converted into percentage form, as in Table ii. The 
period is not long enough, and the individual years are too much affected 
by special circumstances, for trends to emerge with great clarity. Neverthe¬ 
less the table enables us to observe the steady increase in the economic im- 


^ See Chao. 2d. 
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portance of the federal government and the decline in the share of income 
distributed by finance. A comparison of > 93 ^ 'vitl' how 

different mdustries fare under depression: the percentage shares of agr.- 
cnlture, mining, manufacturing and construction m total mcome nere c 
sharply. Commodity-prodocmg industries nan,rally suffer when comm d^^ 
prices fall. No industry had a larger income m . 93 ^ than in 1929 , b" 
^Xansporration and public utilities, finance and service-increased their per- 

centage shares. 


Table I) 


NATIONAL INCOME: PERCENTAGE 
industrial origin, 1929-1946 

1929 


Agriculture 

Mining 

Manufacturing 

Construction 

Transportation and public 
^ utilities 
Trade 
Finance 
Service 

Government: federal 
Government: state and local 

Total 


9.1 

2.4 
25.2 

4.2 

1C.8 
15.0 
15.0 

12.4 
1.7 
4.2 

100.0 


DISTRIBUTION BY 


7932 

1939 

1944 

7.4 

8.5 

8.4 

1.6 

2.2 

1.6 

17.2 

24.7 

32.8 

2.5 

3.1 

2.3 

13.0 

10.2 

8.3 

15.1 

16.7 

13.0 

15.5 

11.3 

7.2 

15.3 

11.5 

7.5 

3.5 

5.7 

16.0 

8.9 

6.1 

2.9 

100.0 

100.0 

100.0 


1946 

10.4 

1.8 

26.7 

3.4 

8.4 

18.4 
8.3 

9.7 
9.1 

3.8 

100.0 


By .,,9 business had largely recovered from the 
and the n’cTon (measured in constant Tn ''Xt f- 

ai.e as it had been ten pars p.v.ously p,,,Lage 

:':tSirrdrrc“^ bat. not changed much in comparison 

wnr-a fact which dominated the picture. 

large as m 1939 - “ • -r , cprvircs and the payment of 

arsenals and dockyards and contributions of the 

■ to those in uniform. By i94<^ percentage 

'varh, us industries had revetted roughly to their „„ Pattern. 
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DISTRIBUTION BY TYPE OF INCOME 

Another of analvzintT the income total for a given year is to break 
it down ainono t\'}X“s of income. Some persons recci\-e incomes from work 
and others from tlie ownership of property, d'he largest group of income 


Figure H national income, by type of income, 

CURRENT DOLLARS, 1939-1946 


Ehhcr.s of Cellars 



Corporate profits 


Interest and rents 


Profits of 
unincorporated 
business 


Wages and 
salaries 


v, ho receive Avages or salaries. This group includes all 
'.'dtp A', otic tor somcfjnc else—A\'hether that someone else be an individual 
el. a coi poiatifjn. a charitable foundation, or a governmental unit— 
and. consim^ predominantly of A\eekly-wage earners. The profits of unin- 
tp.tcrprises are also received by a very extensive group, which 
|^c!luk^ ail petMam worldng on their own account-thc farmer and the 
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artisan the doctor and the storekeeper. Bondholders, royalt,- owners, and 
landlords receive incomes fixed by contract. The profits of corporate en 
nrises are erther p.rid ont to stockholders in dividends, or saved and used 
wid rn the enterprise. Some persons receive more than one type o rnconre, 
tat 1 * income recervers L either employees or workers on therr own 

““^r/earsLrr^rFig-Xws *0 d.vision of rrreome benveen 
wages and salaries and other kinds of income. It should be ™“^that the 
,4 ^ nnr .How a clear seareo-ation between income from woik and in 
data do not salaries remunerate labor of one 

kinTor another; and'.nterest, rents and corporate profits are forms of prop- 
Vet the profits of unincorporated business do not clear y a 

::;:drg“^^^ - s., re ^„f - - 

,„,se two groups of claimants in pereLt- 

Fig. a still > 7 ---^:7„Lveral comments. In the 

age shares given m Table . . relatively stable over 

first place, the share of wages and salaii * ^ 

the seventeen years for which we rave comp^ 

’r “ T tacl"d^rfi?s“f".nL'cor mated enterprise show somewhat 
rf any trend. Second, prone ^ 

less stability than "'“ 8 “ ^ 'V ,ants declined from substantially 

No trend is observable. Third, ^ between 5 and 6 per cent 

more than 10 l’“ This decline is ,0 be explained by the 

during and since Wo c < payments which led to 

long-term contractual natuie o in - ■ when national in- 

continued stability in absolute do ar vo mne . p..^ ^ 

come as a whole (measured in current do 7 ,,„dlords 

above). Because of tie waitime u percentage share which 

took a cut in their real income, as well ^ 1 ^^ ^ 

accrued to them as a group. negative in 19^2 firid 1933' 

fraction of the national ^ I,, to,!l ■ 

ranging m other years as "K ’ ' „rcss-i>rofit taxes. The meaning of 

, Pi,„tes ate hefi.re de.hie. » id ; 7 „,!,ra,ei, hy <,noting the actual 

the negative percentages slwwn m il.c t.iDIc 
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NATIONAL 

INCOME: 

PERCENTAGE 

DISTRIBUTION 

BY TYPE 

OF INCOME 

, 1929-1946 




Wages 

Profits of 

Interest 



and 

unincorporated 

and 

Corporate 


salaries 

enterprises 

rents 

profits 

1929 

58.2 

15.9 

14.1 

11.8 

1930 

62.0 

14.6 

14.6 

8.8 

1931 

67.0 

14.0 

16.2 

2.8 

1932 

74.0 

1 1.8 

19.0 

— 4.8 

1933 

74.1 

13.2 

17.7 

— 5.0 

1934 

70.0 

13.6 

14.1 

2.3 

1935 

65.3 

17.4 

12.0 

5.3 

1936 

.63.7 

18.2 

10.7 

7.4 

1937 

64.8 

16.6 

10.2 

8.4 

1938 

66.4 

16.0 

1 1.2* 

6.4 

1939 

65.9 

15.6 

10.6 

7.9 

1940 

63,6 

15.6 

9.5 

11.3 

1941 

61.9 

15,9 

8.1 

14.1 

1942 

62.1 

16.6 

6.8 

14.5 

1943 

64.8 

15.4 

5.7 

14.1 

1944 

66.5 

15.2 

5.4 

12.9 

1945 

67.2 

16.5 

5.5 

10.8 

1946 

65.5 

19.6 

5.6 

9.3 


KIBUTION OF INCOME BY SIZE 

A. third and very important way of looking at the distribution of in- 
;s relates to the income-size bracket in which the recipient is to be 
d. Such information allows us to judge the degree of equality or in- 
lity with which incomes are distributed. Unfortunately precise size 
fdowns cannot be given year by year for the national income totals so 
[escribed. This is because the derivation of size distributions is a con- 
ably more complicated task than the assembly of annual totals. Usually 
:cial field investigation is required, and elaborate sampling techniques 
to be used. The last such investigation was made in 1941 and some of 

tit dollar figures for, say, the year 1932. Jn that year, in which national income 
4Z.OOO,000.000, a consoUdated income account for aU corporations shows a net loss 
,000,000,000, or 4.8 per cent of national income. Remaining incomes shares together 
d $^000,000,000, or 104.8 per cent of national income. Even in 1932 some corpora- 
made profits; but the excess losses of corporations making losses over the profits of 
•rations making profits was, as already indicated, $2,000,000,000. 
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Tho tn Ilian population of the Lmced States m .941 "es ebot 3 
, \\V do iwMinotf esactlv hotf many people received incomes 

r;"veat, for the population total t.f I"';;”']" 

dependents as tvcll - " J.peitit ,9.000.000 “con- 

that the 131,000,000 cnilians couio „ p „„oooo families of 

V •’ Thpcfp ronsuniin'T units consisted ot 34,ooo,ouu 
suming units. These o individuals. The per- 

,«o or more persons and uptvards of = according to the 

centage ‘ 1 ''"“’“'”’'’, 'p'""'Y™rshowrin Fi°. 1:. In addition to cash 

-::r:t:i:r:i-:::;::t:coniT^^^^^ 

. . f , 1 rhcinsclves produced. 

farm families consume o le ) ,oo ner cent of the consuming 

inJon" t'>uM omlusly be concentra^d in 

'”fTf r Isuming units in ipd- We hnd 

about S:,2oo for each of the 3;, ^-cccivcd less than S500, 

instead that ^ income went to units receiving more 

; Th^e f^hs of the families and individuals had mconaes 
than $3,000 caelu I -l-l^.e facts can be 

below St.ooo and fotii- i . mentioned arc bcfoic 

..bserved in the iippel ha o g. g,,d- 

aviiicnt of income '“"J'.' ent of tax would he son.ctvhat 
„a,ed, the distrilititioii tif mcon.es aftc. payment 

'■''u,:;'-,. i.ii .1 us ■■ .. 

,i„„ i.nt instead of between the .0 per cent of 

$i,f.oo, $i,oo<.-$i, 5 ‘"'a incomes, the 10 per cent 

„|| families and intlivKliials ,,.^,„ii this wc see that the 

,„,eivi,.g the next lowest inco.nts, . ' eent of the na- 

pootest .. tent of —s;;;- all'lcss than l, 7 o. gn 

tiomil income, and till iiitoincs incomes exceeded 

mlicr hand the wealthiest m ,ki ■ 1„ 

togtllicr received $1,700, for half the 

income range, or median "■e"" • had uiemncs 

.. 

, (,mc as the former. 
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The distribution of income among individuals is therefore very unequal, 
This inequality results partly from the fact that wide differences prevail 
between the salary ,or wage levels for different kinds of work, and partly 

Figure 12 distribution of income by size, 1941 


Income size 




Distribution by Ten-Percent Groups of Consuming Units 


Income size 




from the fact that some people possess substantial amounts of income-vield- 
mg property while others depend wholly upon what they themselves can 

u2 distribution of income is not peculiar to the 

United States, but is characteristic of all Western nations (with the nartial 
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excepticn of rhc Soviet Union). Unfortunately, Ac statical record does 
not Lend far enoush l.aeltnards in time for us to test ,Mattes vtett, ex¬ 
posed three-, cartel's of a centurv ago. that the distrtbutton of tneon, 
gradually hecontmg .note .ute<,ual-that ts, that the nch are bccom.ug t.ehet 

and the poor poorer. 


DISTRIBUTION OF INCOME BY STATES 


ludned l.v the incomes their inhabitants receive, some states are much 
cal I icr tha others. I'rom the left half of Fig. tj, mhich shotvs the dts- 
L:rL,nco,,,eam,,ngt.mfm.^.^^^ 

lumh.a, ,t vtll ^ than $too,ooo,o„o, i.e., less than , per cent 

St,v«,,««,,,ooo, ^ pppplation than 

LLdl and'nutch of the variatto.t in 
is due differences in the nun te 

a more "noe incotne per capita for each state, 

its populanon. Fhe .es • ^ ^,pi„ e ,„,„ng 

as shown ,n the '-'t''’ ' «■ „s„siderable. 

states are not 'I"";;;;;, „„.re significant than a states 

Lai inc,"nLl"L',ares have been arranged in descending order of meonre 
k'’is now seen that New York tops the hst m pc, 

it,,, ugh its per 

asceed Neva.Ia s $.,, 4 ) • ' ■ t ., p, „f par cap.ta 

, 1 , C s,,tallest p,, pula.,o, of 5 ^ , .^ Mississippian receiving but or 

inta.me "■“ '''''*''1’L',|,c'New Vo,'kc.’s J,,S0S. In general the ,n- 
li„lc more than onc-th.id of the 

l,nln,=,nts of the Nor.lt uppe-r Mississippi v.llcy nnd Moun- 

|;„-ycsr incomes, the people. . r stiUcs least, 

,in srares next, and the ^ .x wealthiest 

r:;::;;: LI LlaL:m 0 .aci^.,asts, while the e,^^^ 
states all lie below the Mason-Dtxon Itne 
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Per capita incomes of the other tort\ -one states and the District of Colum¬ 
bia rantte all the w a\ between tliese limits. \A hat factors account for this 
rather startlinii \ariatiun in levels vif per capita income from one state to 
another- Prubabh the most important reason is that a vvorker's earnings 

Figure 13 distribution of income by states, i945 

Total Income Per Capita Income 


~i. • ' z: ■. Y 1 - r :rz=r.zr.u 

r~-:—: c- • r—-— - ., 



van' greatly from txrcupation to occupation. Professional and clerical \t ork- 
en tend to l>c paid most. Wage earners in factories earn more than minc- 
uorkers. mincuorkcn more than farmworkers, and farmworkers rimrc than 
lumbeniKn. Clerical, professional and factory workers tend to congregate 
m aties. Panly for this reason urban earnings arc higher than rural. It is 
M accident that six of the ten highest-ranking states-Xew York, California 
^ Dtarict of Columbia, Illinois, Massachusetts and Ohio-contain some of 
the nation’s largest ades. Nevada and Montana w ould probably rank lovver. 
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nnMl.iMcnt fn-min-v. Nor only ni-c Southern states largely 

Northern rrrres 

l‘,,rln"htn,lls'"h"l-lnnJ^ S-nhern .t«cr ,s probably dne ,o its 

tourist trade. , r ^ rolitc to cash income 

Wo simuld note in passing that the ligtncs titioted lelatc tt e 

,he bprn-cs rake no aeeorrnr of t ,vcs, iad South 

,o he lower in J 'of ^hc dollar, on the average over 

than in the 1 ast. Just as . 1 

t'- ^ "'t ""I'ihe United Smte; and another part. 

any given time between one | ■. o„cs evould therefore not be 


(|uite so great as those shown in 1 i^,. 1 3- 


LOOKING TO THE FUTURE 

L;p ,o this point we have of gross national 

|,;,eie of the best mailable . .. 

proihie-t, and iiei "'"""“ I I eviilicuit raising some liasic tpies- 

”-“:::~::::':;r::i rev..; - 

vecal.hy as the I'mleal Slates, is so ,nd acute in 

,.,al citipliasis beic. Sue h poveliy I' I'- 

peri.ids of tlcpression ami imeinpo) in instance, 194 '- 

(Inctl to "hatil 'inies.” 1" a year o sue . 

svilhscatte.yany .:':::;':;L:r,f,h of ail incomes seete 

smaller llian »«5" U'" '''b'’ g^'. ' 'g ,„ bdlvitl'ual living alone. Yet it 
a.lc,|i,ale for a noriiial-si/cd family, must 

is rather obvious thal many immn ■ • svould 

.. even to 1’-- - ; ; „f food, if the diet avert 

yield lililc or noihmg ovci and .ilmvc t 

adctpiatc. 
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For those who would attack the problem of poverty, two broad meth¬ 
ods of approach are possible. The economic position of those who are ir 
the lower income groups can be improved at the expense of the wealthy 
through a more equal distribution of the existing national income. Alter¬ 
natively, the poor can be made better off, and also the community at large, 
through an increase in the aggregate national income to be distributed. That 
is to say, we may attempt either to divide the melon in a different fashion, 
or to obtain a larger melon. 

MORE EQUAL DISTRIBUTION OF THE NATIONAL INCOME 

The average income of families and single individuals in 1941 was 
about $2,200 (Fig. 12). This fact shows both that some amelioration of the 
position of the poorest families can be brought about through redistribu¬ 
tion, and also that there are strict limits to what such a policy^ can achieve. 
To families which get by on $500 or even $1,000 a year, $2,200 must seem 
riches. Yet the fact that a perfectly equal distribution of national income 
among consuming units at 1941 levels would give no one more than $2,200 
will convince many that as a community we are still exceedingly poor. 

In fact some degree of income redistribution, through the medium of 
taxation and government expenditure, has come to be accepted by most 
Western nations as a desirable and practical policy^. Today government 
supplements individual incomes through the provision of many services free 
or below cost: education, housing, health and recreation are examples. More¬ 
over, large sums were disbursed in relief payments during the depression of 
the 1930’s by federal and state governments. Because of the way they are 
financed, such social services ’ imply some redistribution of income. 

Such services or benefits are ostensibly available to all, but m practice 
the services are rendered or the benefits are paid predominantly to persons 
or families in the lowest income brackets. For instance, only those below 
a certain income level may occupy municipally subsidized housing. Cer¬ 
tainly, public education benefits a wider group than do the other services 
mentioned, but, even in this case, low-income families benefit most- many 
wealthy families do not use the public schools. Cash relief generally goes 
only to the very poorest. Now, the growth in importance of the graduated 
income tax as an instrument for raising revenue has meant that publicly 
provided services of the kind discussed have come to be financed more and 

more by persons m the upper income brackets, or at least by families and 
individuals with incomes above the aVPMfTP T/ai7o1 lit*__ 1 t 
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ne»li«ible redistribution of income ectunlly is in progress. In fact whenever 

definite limitations. In the first ,irisfyina, because the 

mere divided equally the result would not be 3, 

melon itself is of such modest P^PO*'™” ,h„ lavs the 

PToduction^nd the supply of 
golden eggs. Ihe e ^ probably important) extent upon 

imt p™p“"‘“" ^ 

:::re •.. *0 state m 

ro earn so much: already been 

Tus:: as' tr rf^ly can be is a question which must be left for later 
discussion. 

A LARGER NATIONAL INCOME 

The obstacles which stand in the way of a 
poverty '•'-f; t; inclrlm^ of income avail- 
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per capita income in the fiituic tomes however, little thai 

ing scientific research. 
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A possibly more urgent problem, so f;ir ns the ngeiul.i <>1 piilii \ nre emi 
cerned, is posed by the tcndcnc\' lor existing resources to be used beIo\'. 
capacity. Measured in dollars of 19^1; purchasing power, the national inc'iiiie 
was 143,000,000,000 in 193:; in 1946 it totaled S m 7,000,ooo.doo (laj. O). 
This comparison somewhat exaggerates the ineflieieiic \' witli which our 
economic sx'stcm was operating in the \ ear i<>3:. I he goods pi odueed in 
1946 were not alwax’s up to [)rewar standards ol i|ualit\ ; nioreoccr. more 
and better capital equijtmenr was axailable, and iechni(]ues ol juodiiciion 
had adx^anced somexx hat during the lourteen-xear period, luir when due 
alloxx'ance is made for such factors, it is apparent that ihe inaior diliciciu e 
betxx'cen the txxo ^•cal■s xxas that in 193: larce numbers o| pei -oiw v. c la 
unemployed and much capital ca|uipnient was idle, whereas In ihe econ¬ 
omy xx'as operating in high gear w ith utili/aiion ol resources c lose lo c 1- 
pacity. Sheer x’olume of output is not rite onlx nieasure of the ellieieiic \ ot 
our economx'; leisure has a xahie, too. The important thing Is that the leisure 
should be deliberate rather than inxoluntarx'. but further consideration of 
the problem of idle resources, humatt and material, must lie j)ostp(jned to 
the next chapter. 
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The wavelike sequence of expansion, recession, contraction, and revival is 
experienced afresh. 

Our decision to study business cycles at this point is due to the impor¬ 
tant relations of the subject to all phases of our economic life. Many and 
varied economic problems will be treated in subsequent chapters: for 
example, employment and wage conditions, the monetary system, public 
finance, and the many-sided problem of economic control. All such condi¬ 
tions and problems must be thought of as appearing against a background 
of economic instability. That a thorough study of the nature and causes of 
economic fluctuations would take us far afield, is best seen by the wide 
variety of explanations that have been offered and the vast literature that 
the subject has aroused. Although some of the more general causal factors 
will be mentioned, it is the primary purpose of this chapter to present an 
analytical description, and not a theory or explanation, of business cycles. 

VARIOUS TYPES OF FLUCTUATIONS 

In considering the nature of business cycles and some of the more gen¬ 
eral forces and conditions that contribute to them, it is well to note, first 
of all, that cyclical movements are but one of several types of industrial 
fluctuations that characterize the economic system as we know it. For in¬ 
stance, certain segments of our economy undergo, every year, fairly regular 
seasonal fluctuations. Department store sales tend always to increase sharply 
in the two or three weeks preceding Christmas, and to decline to a seasonal 
low level during the month or two after Christmas. For obvious reasons, 
employment in agriculture and in construction work is higher in summer 
than in winter. Obviously, seasonal variations can be better anticipated than 
can cyclical movements. 

We should notice, too, that certain persistent long-period changes have 
occurred during our economic history. For example, the mileage of new 
railroad construction in the United States increased from decade to decade 
between 1830 and 1890, and declined somewhat irregularly in the period fol¬ 
lowing 1890. We speak of these as “secular” changes. Finally, there are 
other fluctuations that occur in a rather random fashion, fluctuations such 
as those attributable to strikes, to wars or rumors of war, or to some sudden 
natural calamity. The fact that changes of these several types, and cyclical 
fluctuations as well, occur in combination, and that they are not easily dis¬ 
tinguishable one from the other, greatly complicates the analysis of the 
cvcle. 
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Indeed some economists argue that it is futile to try to isolate from 
this combination a uniform type of change that can be called strict y 
“cyclical ” in character. But this problem, though vexing in connection wit 
more technical studies of the subject, need not prevent us from attempting 
a ^vorkincT description of business cycles. Recognizing that at any given 
time busiriess conditions may be influenced by fluctuations of all the types 
mentioned, it is still possible to detect distinct cyclical movements. Hence, 
eve ill be concerned here, nor with economic changes of a secular or a 
seasonal character, but only ^vith those which are cyclical in natuie. 


THE MEASUREMENT OF CYCLICAL MOVEMENTS 

The use of statisiics. The changes involved in business cycles are both 

qualitative and quantitative. These that are ^ 

of cyclical processes, hotvever, are (,ua,tt,tat,ve changes. Fo, this reason r e 
jwi Lite 'extensive use of statistics. Because xve are interested exclus. ely 
in temporal changes, the statistics used In charts in this chapte. aie al . 
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is 166, i.e., the prices of these commodities at wholesale during April-Junc 
1920 averaged 66 per cent higher than they did during the year 1926. On 
the other hand, at its nadir during the first quarter of 1933 the index meas¬ 
ured 60, i.e., wholesale prices averaged 40 per cent below 1926. 

Because Fig. 16 is drawn on a logarithmic scale, comparisons need not 
be confined to those between 1926 and other years, nor to levels of whole¬ 
sale prices. The consumers’ price index (sometimes called the “cost of living” 
index), which measures the price of food, clothing, houseroom and other 
consumables at retail, happens to be computed on a different base, average 
1935-39 = ’'ood A given vertical distance on the chart, however, measures 
the same percentage change, whichever index we are considering. A careful 
inspection of the chart will show, for instance, that consumers’ prices 
almost exactly doubled between 1914 and 1920, whereas wholesale prices 
more than doubled. Between 1940 and 1945 consumers’ prices rose about 
30 per cent, wholesale prices about 35 per cent. 


SOME REPRESENTATIVE TIME SERIES 


It was remarked above that cyclical fluctuations in the American 
economy can be traced back for at least a century and a half. However, 
the existence of more or less regular fluctuations affecting Mudely separated 
economic processes can be seen in the history even of a few decades. Five 
time series referring to distinct and more or less unrelated economic vari¬ 
ables are shown in Fig. 14 for the period 1876-1925.- Two of them-pig 
iron production and railroad freight traffic (measured in ton-miles)-relate 
to the output or movement of commodities in physical terms. A third- 
imports-refers to the movement of commodities measured in dollar values. 
The two remaining series are index numbers of prices, in the one case of 
common stocks traded on the New York Stock Exchange, and in the other 
of commodities at wholesale. The first three series shown have a pronounced 
upward trend or secular growth, so pronounced that cyclical movements are 
partly obscured. Common-stock prices show a mild upward trend; while 


1 As used in Chapter 8, this index was recomputed to a base 1939 = 100. 

^ 2 The senes are plotted from quarterly averages of monthly data. Annual data some¬ 

times distort cyclical movements, while monthly data may give unnecessary promi¬ 
nence to random fluctuations. Figures for pig iron production, railroad freight traffic 
and imports have been adjusted to exclude seasonal variations; the price series have no 
seasonal component. The period 1876-1925 was chosen for Figs. 14 and 15 because it 

years more recent 



Figure 14 selected time series, i 876 -i 925, 

ORIGINAL DATA AND TREND LINES 
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commodity prices exhibit a declining trend in the first half, and a rising 
trend during the second half of the period. 


PEAKS AND TROUGHS OF ECONOMIC ACTIVITY 

In order more clearly to observe cyclical movements, the same fi\ e 
series are shown in Fig. 15 in the form of percentages of trend. Fhicttiacicjns 
of the series are the same as in Fig. 14, except that the secular trend has 
been removed. Despite many random movements, the tendenct' of the fi\ e 
series in Fig. 15 to rise and fall together is rather clear. Peaks common to 
all five series may be roughly distinguished by inspection in or about the 
years 1882, 1893, 1899, 1907^ 1910 and 1920. A similar coincidence of low 
points is observable about 1878, 1885, 1897, '9°+ 1908, 1915 and 1921. 

A complete cycle can be marked off either betw een sticcessit e peaks, 
or between successive troughs. The second method, i.e., measurement from 
trough to trough, is usually followed. On the assufnption that, after a care¬ 
ful inspection of Fig, 15, the reader is willing to accept the dates just men¬ 
tioned, we reach the tentative conclusion that during the period 1876-1925 
the American economy underwent six complete business cycles. Yet a 
thoroughgoing study and comparison of many hundreds of time scries by 
the National Bureau of Economic Research has led to the conclusion that 
there were m fact not six, but as many as thirteen, cycles in “general busi¬ 
ness between 1879 and 1924.^ The reference dates, or turning points in 
general business, which mark off these thirteen cycles are shown in diaqram- 
matic form at the foot of, Fig. 15. Revival of business initiated the first 
complete cycle covered by the chart in March ,879 (not 1878 as our series 
might suggest), the expansion came to an end in March 1882, and the ensu 
mg contraction lasted until May 1885. The last complete cycle shown on 
the chart began by revival of business in September 1921, reached a peak 
m May 1923, and had a contraction ending in July 1924. Not all the thir¬ 
teen peaks and fourteen troughs can be readily identified in every one of 

□ur five series, yet each of the twenty-seven turning points can be traced 
in at least one of the series shown. 


DECENT BUSINESS CYCLES 

Cplkal movements in recent decades may be observed for various 
-tes .n F.gs. ,6, .7. ,8 and .9. In Fig. .6 the six cycles bettveen .p.^and 

Na- 

, ^946, Chap. 4, especially p. 78. 



Percent 


Figure 15 selected time series, i876-t925, 
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:!8 for hich reference dates are sho\cn (see foot of chart) can all he 
ced in the movements of the index of w holesale prices, althouo-h some 
tures—for instance, peaks in 1920 and in 1937—stand out much more 
rply than do others. The consumers’ price index also exhibits cvclical 
t'ements, although mucli less clearly. The four cycles between 1921 and 


^ure 16 PRICE movements, 1914-1946 
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The latter charts, especially, show how greatly eyefes vary both in 
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1 '9-1, a low of 59 was registered in the 
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^ nn.rrrr nt io- Vcr the contracnon lasted twenty months in the 
torn-five nV^inths in the second. The reputation for severity of 
the Great Depression of the thirties was due at least as much to its diuation 
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1789 to 1814, fallen from 1814 to 1843, risen from 1843 to 1864, fallen from 
1864 to 1896-97, risen again through 1920, and fallen from that date until 
1932.^ The trough in wholesale prices in 1896-97 and the peak in 1920 ma}' 
be observed in Fig. 14, while the decline from 1920 to 1932 is clearly visible 
in Fig. 16. If these dates are correct, the three complete cycles between 1789 
and 1932 occupied all of 143 years, so that the Kondratieff cycles (if such 
really exist) appear to have an average duration of between 40 and 50 years. 

VARYING CHARACTERISTICS OF BUSINESS CYCLES 

We have seen that cyclical movements recur somewhat irregularly. 
Comparison of different cycles reveals other irregularities. Some cyclical 
peaks have immediately preceded severe financial crises and widespread 
bankruptcy (in 1893, instance); on other occasions prosperity has ebbed 
away so gradually that businessmen have failed to realize till many months 
later that a recession in business had begun (as in 1937, for example). In 
some cycles the contraction phase has been brief but severe (1920-21 and 
1937-38), in others brief and quite mild (1923-24 and 1926-27), in still 
others prolonged and severe (1929-33)- It has been said that no two cycles 
are perfectly alike. Yet important features are common to all, or almost all, 
cycles. Some of these features provide important clues to the mechanism 
underlying business fluctuations. 


CYCLICAL UPS AND DOWNS OF PRICES AND PROFITS 

Commodity prices fluctuate rather regularly with business conditions 
rising in expansions (with one striking exception to be noted below) and 
declining m contractions (Figs, ,5 and ,6). Costs of production are much 
moK stable. For example, wage rates-an important element in costs-are 
requently settled for a year or more at a time. When selling prices rise 
CO® of production tend to lag behind: the same holds true when priced 
all. In view of this circumstance it is not surprising that business profits 
hould nse during expansions and fall-or turn into losses-during contrac- 
tions. Comprehensive statistics of profits are not avcPahi f u 

js.. w.,d w„,....ty;:; 

iSnr t fi™*. 'hrough poor man- 

g or misfortune, may reaUre losses. Similarly, for perLs^n which 

‘ See Burm and Mitchell, op. cit., pp. 43,, 
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losses are sho^^■n on the chart, some corporations still remained in the black, 
but their gains ^^'ere exceeded by the aggregate of losses made by hrms in 

the red. 

Fiqure 17 manufacturing industry: production, 

EMPLOYMENT, AND CORPORATE PROFITS, 
1920-1938 



1920 
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other industries also. Cyclical expansions are characterized by rising prices 
and profits, and growing output and employment; the reverse is true of 
contractions. 

If this statement had been written thirty years ago, no further quali¬ 
fication might have been necessary. Prior to World War I the index of 
wholesale prices appeared to be one of the most faithful indicators of 
cyclical fluctuations (Figs. 14 and 15). 1920 is a peak in wholesale prices, 
as in other series; so indeed is 1937 (Fig. 16). Yet the expansion which 
ended in 1929 was not characterized by rising prices. This is one example 
of the peculiarities of individual cycles. We should, however, notice a pos¬ 
sible explanation. During the twenties factory output rose more rapidly 
than employment (Fig. 17). We may surmise, therefore, that productivity 
Mas increasing and unit costs declining; hence profits reached a peak in 1929, 
despite the fact that prices were remarkably stable. 


FLUCTUATIONS IN OUTPUT OF DURABLE AND NONDURABLE GOODS 

The index of manufacturing production in Fig. ,7 is broken down in 
hig. 18 between durable and nondurable manufactures. The distinction be- 
tween commodities according to their durability is an important one, for 
a glance at Fig. ,8 shows that outputs of commodities of the two classes 
behave quite differently. Durable manufactures consist of two kinds: (.) 
capital goods,” such as building materials, iron and steel products, ma¬ 
chinery, and railroad equipment; and (2) durable “consumers’ goods ” such 
as automobiles, refrigerators, and washing machines. Nondurable ma’nufac- 
ures comprise materials and nonpermanent consumers’ commodities such 
articles of food and clothing. The amplitude of fluctuation, in the ourse 
of a business cycle, is typically much greater in the production of durable 
goods than ,n that of nondurable goods. Thus it is characteristic for the 
production of durable goods to rise more during booms, and to fall more 

vorn™! ' '■“y"’"’ with the production of nondurable 

goods. ,n general, the purchase of durable goods can be postponed om 

why the three “Kitchin” cycles 1921 24 102 

regarded as constituting a single’“TLkr»’ ^ 

ng single Juglar cycle lasting about 11 years from 
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1021 to 1032. The cN-cle beginning early in 1933 and lasting through 1938 
also stands out clear'lv. (At the time of writing-.948-chis appears to be 
the last completed cycle.) Whether this five-year period 1933-38, should 
be considered as a very short Juglar, or as a very long Kitchm-whether 


Fiqure 18 
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FLUCTUATIONS OF INVESTMENT 
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mobiles) and partly by business (as with machinery and other capital goods 
for expansion and replacement). Capital goods are purchased by business 
for the income which they yield when used in production. Outlays for 
capital goods, together with construction work, are known as investment 

Figure /9 investment in plant and structures, 

1921-1938 


Billions of dollars per quarter 
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riill bv omrter-vcars^ The chert also shows “depredation” or the value 

ital .roods and structures used up each quarter. The resided rs called 

net prl™: investment, i.e., the net addition to the conrnrun.tys stock o 

niant and buildinos. To ask the question tx'hether or not net investn 
plant and ouua ^ depression. 

remains positive, is one vav of testing the 

Bv this test the contraction of 1929 3 - ' , r • 

r l^ cm red by Fi<r. .9. Unfortunately we do not have a record of m- 
period cot ered in ^ cannot make comparisons 

vestment expenditures prior to 1921, so that tve cannot P 

with still earlier cycles. 


THE EXPANSION PHASE OF CYCLES 

It has been abundantly shown that individual business cycles vary 
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movement on the market for labor and materials is, in its turn, strongly 
stimulative. ° ^ 

However, if the expansion in activity continues for some time, it may 
be necessary for many firms to undertake substantial investment to enlarge 
plant capacity. This investment involves the replacement of old equipment 
that has deteriorated through physical wear and tear, or that, while still 
technically useful, has been rendered obsolete by newer methods. Also, the 
investment may result in a net addition to the operating capacities of the 
firms. This investment activity, a typical characteristic of the expansion 
phase, means additional business for those firms producing capital equip¬ 
ment, and for all those extractive and processing industries that provide the 
raw materials used in its production. 

There is of course, s tendency for the incomes and expenditures of both 
producers and consumers to mcrease during a period of expansion The 

ages, and dividends; the incomes of producers, i.e., of business concerns 
ise sales increase. These two quantities tend to rise not only because of 

there is a tendency for wage rates and prices to rise. These latter chanees 
Te *-r stages^of 

HOW EXPANSION PERMEATES THE ECONOMY 
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it, tmtvtrd suroc. Furthcm.orc, wc shall see later that the inmal expan- 
St,eh as an increase in demand, may become accelerated as 
i‘J‘ 7 aKmn thriniffh the economic system, Snch cnmulative forces are 
chXnLm ..rhoth permds of expansion and per.ods o, contraetton. 

PSYCHOLOGICAL FACTORS IN THE PHASE OF EXPANSION 
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favorable terms. For business concerns, this means that lenders (i.e., com¬ 
mercial banks and other institutions that extend short-term credit, and finan¬ 
cial concerns and individuals supplying intermediate and long-term credit 
to business enterprises) are ready to provide funds for purposes which they 
might at other times think too risky, and that these funds are forthcoming 
on more favorable terms than previously applied. For consumers, it means 
that more people are able to borrow as individuals’ incomes rise, that they 
can borrow larger amounts, and that the terms of their financing contracts 
becomes less onerous. The improvement in terms appears as lower down 
payments are required on goods bought on the installment plan, and as the 
period over which payments are to be made comes to be lengthened. 

Faced with an expanding demand for credit, the banks-in so far as 
their reserve position allows-usually lend more to their customers That 
IS to say, they extend fresh loans in excess of the current repayments 

^ ^ chapter, loans create deposits, 

t e publics spending power is enhanced. Businessmen and consumers may 
decide in the light of a general improvement in business conditions, to draw 
more freely on their bank-deposit balances. Thus occurs an increase in what 
IS termed velocity of circulation,” that is, deposit balances are turned over 
more rapidly. So it happens that the volume of expenditures, both by pro- 

party through an mcreate in bank deposits and partly through a rise in 
P pes wi ingness to spend them. Increased spending by individuals and 

CUMULATIVE FORCES IN EXPANSION 

encelXatXrv”' specialization and interdepend- 

.nd .ilUprc.) „ i. Xr '"h™^ 

S;’'ror '"T 

system, tends to grow ^mtoWyXTlXhlelr^* * 

-ture, some hints have already bln ” en 1 X 
optimism may temporarily proLce th!ir own ; 

dso how rising prices lead to larger profits whiVr" 

sorrowing from banks, and-wfth enhLed snenT further 

-nces. Another illustration of this same tendency m^now beVven. 
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Tlv accekidtioii pnmipk. Suppose a railroad has 1,000 locomotives 
lasting on the avcraec, ao t ears each. If the demand for transportation tvere 
steadv, and all the iocomotives tvere in use, the railroad 
order itist 50 netv locomotives each year to replace those |tinkcd. But, of 
course the demand for transportation is not steady. Consider the situation 
of the railroad at the end of a period of business contraction. As traffic 
l-aiait, it teas able to get along with less motive power than risua Suppo e 
that bv failing ftillv to replace units junked, it has allowed its stock of 
'w,rives to decline to 9,0 At this point comes a revival in general business. 
The railroad, let us suppose, again needs its full complement of 1,000 loco- 

Imics to handle the'^'traffic. During the year immediately following rie 

revival in business the road must purchase fifty units to replace those 
t V i V ed, and in addition faftv more to replace those ,u,,ky but n 
re^lLd in pievious vears, making 100 in all. By the end of the year its 

impact on the locomotive-building industry^ 
Let us . nih-oad is concerned, have 

r^rrlrTS foi" ITCW loCOlUOtlveS, SO fai <S > 

rcplaccmcnc nicrrihutcd and more ^vlll be 

.. .. ,1 1 riiese cons.. goods 

„'„sr he transported: hence more traffic am tw found to 

vear, although its locomotives again mini ^ ^ hundred 

insimicient, ami the 't.:;; ih': succeeding year 

ncklitional locomotives aic ou hanpens that a rise 

„e,„ing, with 50 for replacement, a total of , . So it^hap, 

in the level of i™//ic from perhaps lo pci te, 11 

shove normal during the coiiise o a .'y” normal to three times 

I„r neau c,l„ip,„a,r froin much les "J’,„e 

,|k: normal rate. ’the output of durable 
■'prineiple of aec eleranon, go . nomliirahlcs. 

,„„„ls lliieliiale so liiiieh more violem y , 1 

^ ffi-nporrimo of pro/in. Many easesmiiay he mid ^ 

the hnsiness eyele of the niaguilied ';t:: i„b, or 

another esa,M,.le, a m |,er eeut ;„„„.c geticral sense a stuall 

pet l ent iliereasc yyl’'‘y''- ;yyyy„p„iee elfeels if it inspires an e'X- 
pereentage ^ ^ more ae.ive ptirehasing and thus, 

leads loftuahetptieeiuere^^^^^ 
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^Ve should notice, finally, that most of the forces described act in simi¬ 
lar fashion, but in an opposite direction, when contraction rather than ex¬ 
pansion is the order of events. 


WHY EXPANSION COMES TO AN END 

Thus far we have dealt with some of the main features of a period of 
expansion. Why should an expansion in business gi\c place to recessimi 
and contraction? It should be said at once that our understandino of the 
mechanisms at work in transition phases of the business cycle ("i e the 
change from expansion to contraction and vice versa) is much’ less co'm'plete 
than might be desired. With the knotvledge M-e possess roda\- we can oi\ e 
a fairly satisfactory account of what happens during expansions and con¬ 
tractions m general business. To explain just x\ hy expansions and contiac- 
tions come to an end, reverse themselves, and give place to their opposites, 

IS much more difficult. Some general conclusions can, ho^\ c\ er, be stated 
with confidence. 

In the first place, there seem to be neither theoretical nor historical 
grounds for arguing that the factors primarfly responsible for shifts from 
expansion to contraction (or from contraction to expansion) arc the sinic 
on eveiy occasion. It may be an external factor in one cvcic, such 
change in public-spending policy; it may be the effects of -the ianltruptcv 
f some important financial institution that touch off the transition i,/an- 
0 her eye e; or it may be overexpansion in some strategic trade or indiistri 
Ckarly, also, a particular transition is more liltely to sLt from a ::!:bm':: 

cause OneZnT"“’ 

cause. One thing is certain: the particular set of market relationshios that 
characterire the turning period have their antecedents in, and develop out 
, preceding period of expansion (or contraction). A oood nvinv^con 
ditions can be listed that might serve as factors causino initial 1 ' 

contraction, but each cycle must be examined carefully and obieaivd" 7 
secure accurate understanding. ^ 


CHARACTERISTICS OF RECESSION 


robably the most significant feature of a recession in bne’ 
slackening m orders for new equipment i e n r.H ^ ' 

penditures. Such a change besn^K a ’ r ’ • investment ex- 

less rosy view of the future. Expectations‘of profiT “PHmism. a 


1n^/• 
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rhc n.c^■.l,lins■ hi'Ji pr"lit> "f cvpanMon pcri.Kl, anJ seek for ways m 
r Irich these hi..h"prohis ntaa- coota,,, the seetls t.f their men dtsappearance. 
OlleaonsK- pmJits'nae .leehne etther heeanse of slacken,„g sales, tncreas.ng 
.■osts of nroslnctlon, or thi-ontth a eon,h,nation ot lioth. 

\ et us hrst consitler ee hat features of the espansum n,av lead ultimately 
ro a shekenino- of .e.-oeeth, or an actual deehne. ,n the sales proceeds of 
firms \fter a period of expanding reecmie groeeing out of increasing sa 
^ rhtP a at prouressivelv higher pneesf, a firnPs total receipts are 
n lehen their‘rate of .'-rem th; this is espeeiallv the ease evhen pre- 

“s :;™":tc traeCle t;pt,r..asm which note - 

boom.” Auronicbilc purchases arc a good example. 

rain their first cars, arc mme likcK to make ] lona-scrvice life 

‘'r:.::;;::; SS," .-Ima-ii,... .• 

t:;::;..» 

in part upon of business purchasers. 

true of the behavior of consumus ■ ,ji^cr durable goods, and 

To some extent, of course, consumers buy ca.s, oi 
pniducers buv cMmpnient and materials f- -g ^ 

ing periods of contraction; but purchases J ,.,,,en- 

centrnted most heavily m pel iocs o cxpansic fulfilled, these 

laXts’ Jtluipment are satisfied 
needs for durable consumcis go >x ■ > inercasino- revenue for 

f.ir some time, and ...get , Railroad, used 

the (inns producing the durahic t'"""'. ^"j’,. „ smelt of i,ioa loco- 

i'.'."; ..- w 

cancel orders for materials. 

influence of costs and prices on recession 

. ) niirinp- the boom, in anticipation ol 

A furtber factor must be no itu . business- 
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While inventories are increasing, current production will outstrip ciinciir 
consumption. But this cannot continue indefinitely, for socmer or later 

lack of cash or the mere problem of storage will prevent further accunui- 
lation. 

Here, then, are two factors—the gradual pla)’ing out of postponed re¬ 
placement demand, and the eventual slackening of int'entory demand-that 
may operate to cause the gross receipts of producing and selling firms ter 
increase less rapidly, possibly to decline in absolute amount. Furthermore 
the decline in orders experienced by one firm is reflected cpiickK in its de¬ 
mands for the products and services of other firms. ClearU-, then', a stimulus 
working toward contraction and operating through a reduction in sales (or 
through a reduction in the rate of growth of sales) can spread infectiousK- 

throughout the system. Its impact is carried to all places by the intricate re¬ 
lations of market prices. 

From the side of costs, several important forces v hicli niav act to turn 
expansion into contraction can be noted. As a period of e.xpansion proceeds 
the costs of different types of workers, materials, and e.piipment inav rise 
because of the competitive bidding of rival users. In particidar, as emploi - 
ment expands shortages of individual skills may develop. Alorcovcr^ the 
growth in unfil ed jobs and the decline in the number of jobseckerrmav 
smee It boosts the bargaining power of labor, lead to a general rise in wave' 
rates. As costs rise, producers are likely to raise the prices of their own 

product and, to the extent that their product is used by other producers 
the letters’ costs are raised by this act. ^ proaucers. 

In short, forces operating from the sides of both business receints an I 

tees The b nking system may play a part here too. If rising business activ 

into circulation, or so expand credit Thar L b r T ” 

they may deliberately Jtiate a credit restriction bl™" ' 

and thus increasing another business cost ^ ® interest rates 

.1 'irs;t-i" "p"»» 

be accompanied by a financial crisis ' i ^^P^^sion may or may not 
and general financial liquidation The '^^^^spread business failures 

ybe accompanied, orLSj^X'eTbv ^"“'1'’"''^ 

- noticeable since the Federal rU Sys^L^rblS” 
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THE PERIOD OF CONTRACTION 

Once begun, contraction may proceed very rapidly. Indeed, the de- 
el,net in Imsinesa scent characteristicallv to be preepitons as compared to 
the faii'lv nioderate pace of expansions. The reason doubtless lies ,n 
fact that xthile buyers, both of producers’ and consumers goods, may cur¬ 
tail orders immediately and contpictely on very short nonce, they are hi ely 
to increase buying tentatively at first and never xvith as p'eat lapidip^ . 
can be contracted. Also, producers can respond c|U,cl<ly to a decline 
..rders, mhereas an increase requires considerable planmng and other pre- 

""’"Tlfegeneral characteristics of the period of decliimag acnvi.y are the 
opposite of those xthich describe a business expansion. There is a sharp de¬ 
cline in physical output, particularly in the so-called heaty industries and 
in the industries pr.iducing durable consumers’ goods. This shaip decime . 

: is ca-iscd,‘^d.rectly,\y a reduction in the ^ J .f I 

I,:!:; };: in lllematerials that normally are bought for the use o t« 
striciten industries. So the contraction spreads through the system, 

piiiirnhimitmi mmaniiimfoiic^ 

ml':; »mime, imt me most sudde,, ^p^ 

is cL tide vokmic of cn.ployn.cnt and tldi.s on the total payiolls o tia c 

'■'"'irnm the side .If credit, there is a tendplcy for 

a,-c paitl oir by previous borrowers, and lau 

ti,: cmracting force wadded .o me 

'"'"'nim.ialiveforcesofcontraction,oncestartetUar^m.p-- 

ro a level f''"'V^''"'\''"::rZrin of 1 series fo fitful starts 

::;:;'::':m':,'':m:ai lui;'mfoL by ,,.*0 di,iere„t ciicinstances 



SINESS CYCLES AND PUBLIC POLICY 

Business cycles have inflicted very heavy social costs on modern in- 

jtiial economies. The costs have taken the form of lost opportunities anil 

Jsed human and physical resources. Societv as a n liolc has foiettone Lime 

onnts of income which it would liave earned and spent hail the at eraue 

el of business activity been higher than it actiiallv tias. In aeldition the 

: of income was largely inflicted upon those persons least able to beat 

ur en, for the lowest-paid and poorest workers (being often the least 

:ient) are the first to lose their jobs in times of business contraction 

tse evils are obvious, indeed, and it is not surprising that inanv proposals 

u have been made with a view to mitigating tlie social cllccts of busi- 

. fluctuations. A detailed discussion of proposed measures u i.t.ld be our 

alace m this chapter, but brief mention can be made of some of the 
imoner suggestions. 

The part played by the banks in supplying additional means of pas-- 
finanemg business expansion has led many students to stiimest that 

d be checked by credit restriction before speculation develops- con 
tions should be fought by cheaper and more ample credit. Altht lu'd, the 
0 1 still somewhat controversial, the modern view is that the p w r 
a king system to influence business conditions is not as o-re-n as t 
■trly thought. Adore attention v-ill be given this topic in a later chapter 
ecause lecession is commonly initiated by a do«7urn in biisiness^ex- 

possibility 77 Xin 7 r 7 L 7 T 7 '^ 

- that public investment, ”7 'P'' 

irce development, should be concentrated^ " n «>‘’-^t<uction and 
“take up the slack” in priva";:“;Tr7 ! 

ne m total investment-public plus private-coul7h “ 

ilative tendencies to contraction whJh ^ the 

t be greatly weakened or entirely checker^ ‘’"P'”'™'’’ 

™ &7«“iro“7w7rnir“““ ?«'- 

Ptivate spending-business or 7 ridmrTcJiner‘™'' 
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public to spend, liusincss eNpansions would be curbed by the conr ease proc¬ 
ess: public spend.no- u ould be cut, and taxe^ increased. W hether such a 
proposal would lead to the balanc.no ut the budyet over the period ot a 
c„i',pl«c business esUe, nr nbwhsT sncncssn e dern its „ „r,IJ ksnl rn susulv 
mercascs in rlio public debt, has been « isiel)- debated. 

'I hcsc varinus prnpnsals-seberhcr nr nnt they nnuld si nrl; m piacncc 
all have as their nbjeet the inaintcnanec nf a hiph and stable letc nl nisintss 
aettein-. uninterrupted by et clieal fluettiatinns. -Mure ,nndest-nr less nptn 
mistieCpropusals have sought, not to control or even eliminate eye n 
stvings hr business, but to alleviate directly their rtyst social 
The most important of these measures, introdneed consequence of tta 
exceptional severity and duration of the eommction of OyO . 
doubtedly the unemployment compensation featuics of tie „o 

Act of 1935. 
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SECTION FOUR 


1 


ORGANIZATION AND 


CONTROL OF 


INTRODUCTION 


Our pnidiKtivc system Is c.„n|,nsr,l ,,f ,,i , ni, ■ ;,i . , | , 

lime IS separately ..seiied and „perale>l. In I'.k i, n. e ds inu hnn u s-n,: 

prise as a fairly pernianenr estalilishniem «hieli ses I.. n, ■ ) . 

ti.rougl, buying and selling. Is „„„e,l bs „ne pera,,,, bs , 

persnns, and so ,s snbjeer t„ a single sel .,f ..peraunu p.du ,ss. In ile I ' i 

.rates productive aetiMties are predominanib i„ ib. lem.ls ,,| |,„,eu , 

teiprises llus fact distinguishes our eeo„,„n,c sasie.n l,„n, ,i| ■ 

™ ll.vpothencal. Thus, in a state of socialism, .here o oiild be ,n ih,,.,, . 

«st no division of iiulnstrv bv ounership into sep.nsiie nnii. ,b, „nn. 

p o tictive system would be on nesl bv the comniuniu ,ii l ii m .ml o,D , 
nted bv rlic state. ' ^ ' ' 

A"’"-”";"."''""'' P-J-di'c sysiein in,.. nmra ssp,, .mb 

owned and operated, is a primaty cause of mam of mm emmoniK piold , ' 

In a socialistic .state there would undoubtediv i.c anotheim in 1 , nf 

-t of problems. In the kind nf .sv stem we h'.ve count .. "" 

co-ordmations have to be made. I hus it is necessan bm e,el'i''mnTr T"' 

or finished ..ties, to eniplov workers i:.:i.i' s 

skills, to act,lure capital, to secure an almost emlless v iriett f‘ 
facilities, and to sell its products, liut as rc.-mels ,|m ' " " 

T.ese several nece^itles are worked L. 
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sconced, ,hro„o, n.Aec r^^cuons. 

. 4 nrlm nisrerincr laws w uicii iiiuil ui 

through enacting and admimsten 

transactions. that are needed for ef- 

:£ r - 

separate interests in the market. ...mv” aooears to consist of a 

' F™. this point of view, out any 

few captains, many lieutenants a organized 

generalissimo or headqualteis s . jopreme authoritv necessary to 

and mote or less ably commande . i^/jefines-frequently in rather 

Srz.T-^*“ 

i„ rhanter 8 the economic welfare of the community is 
As we saw in Chap . „f goods 

determined by two conditio . . distributed among 

produced! and, second, the way - £ are: (i) Ade- 

the members of the community. i „e 

quacy of production (m the sens g them); 

landed an'd of having £ db/^ 

horsed, by business ” .estions that can only be decided 

(,uantity of income they c to maintain a given sea e 

by each enterprise for itself. of output and to disburse a 

I, operation (i.e.. to produce a given -1^,^^ P ,,pen 

given (luantity of income to supp least-through maintaining 

„d because its profits are '-t!-'--” £“,„^,i,,_,p.,„dpdness of btisiness- 

enterprise 

grounds; one is that it prom ) - g acquisition. There is no complete 
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primarily with how enterprises are organized, how they operate, how they 
attempt—in some important particulars—to control the markets in w hich 
they sell and buy. Later sections will deal with the relations of business con¬ 
cerns to the financial system, to wage earners, to farmers, to consumers, to 
the financial affairs of government, and to economic dealings among nations. 


CHAPTER TEN 


The corporate enterprise 


THE FORMATION OF AN ENTERPRISE 

Each business enterprise comes into existence through commitments of 
capital. Some person or group of persons invests funds in it. The motive is 
that investment in this particular enterprise offers a prospect of larger or 
surer profit to the investors than any alternative available to them. This 
prospect of profit is something that exists in the minds of the investors 
Whether the enterprise actually yields a profit or not can be ascertained 
only after it has operated for a time. The amount of its profit (or its loss 
M ill he determined by the amount by which, in a period of time, the tota 
income of the enterprise exceeds its total costs of doing business (or vice 

vcrSti) • 1 

’ Thus tlic prospect of profit, l.cforc the enterprise is created, is entire y 

a matter of opinion-or, as we sonictinics say, of speculation. But after t le 

coinmitinent of capital, successive decisions have to he made cnncetiiing the 

scale <.f operation and other conditions that will cause the concern to yield 

the largest possihic amount of profit. Operating policies normally are directed 

to this end. As a matter of fact, they have to he, since the continuance of the 

owners' possession of the concern depends upon the concern s ability . 

pay what it owes out of what it receives. Any income ahosT tins ic<liiiie- 

lucTt constilntes a profit for the owners of the enterprise. Thus the mam 

interest and motive of hiisiness enterprise is in malting cmls meet and havii 

as iiiiich as possihic left over as profits from operation. 

I low this motive worlts in practice may he seen liy refcrenc-e to a 
typical case, i.et us suppose .hat we have organiml a corporation oi t 
iliose of malting and selling I.ench-.iiadc sh.ics. Suppose l.irthci tli.i > 
an ary i, io4P. H-orporation .. m return foi its 
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capital stock. With this sum the corporation purchases a factory, equip¬ 
ment, and materials for making shoes. After a year of operation we wish to 
learn the status of our business—to find out what the concern has and what 
it owes. Because, for business purposes, we attribute money values to things, 
we are able to reduce the entire business to money terms. And what we 
learn is shown in the balance sheet (or statement of condition) below. 


BALANCE SHEET—BLANK SHOE COMPANY, INC. 

(at close of business, December 31, 1949) 


ASSETS 

(what the concern owns or has owing to It) 

Fixed 

Land and buildings $ 50 000 

Machinery and equipment 25,000 


Slow 

Accounts past due 


$ 75,000 
5,000 


Current 

Cash on hand or in bank 
Notes receivable 
Accounts receivable 
Inventories (goods on hand) 

Deferred 


$ 20,000 
1,000 
40,000 
50,000 

111,000 


Prepaid Insurance 
Total Assets 


1,000 

$192,000 


liabilities 

(what the concern owes to others, includi 
Current ' ' 

Accounts payable 
Notes payable 
' Reserve for income taxes 


ng its stockholders) 

$ 40,000 
30,000 
8,000 


Leaving a Net Worth, oWed to stockholders, of 
Consisting of <' 

Capital stock (amount orjginally subscribed by 
. stockhpiders) 

< Undistributed profit \ 

Total Liabilities - ‘ 


$100,000 

14,000 


$ 78,000 
114,000 



$192,000 
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FINANCIAL STATEMENTS OF AN ENTERPRISE 

From this babncc sheet of our shoe company we learn not only how 
much our business owns and how much it owes, but also how much of each 
kind of thing it owns and how much of each kind of debt it ones, 
we have is essentially a pecuniary snapshot of the business at a given inst n 
of time-close of business, December 31 , .949- It *ows us how much 
assets and liabilities of the company are at that instant. 

Most assets are either “fixed" or “current.” These terms refer to the 
prospect of converting any given asset into -t'-an important 
Ln in the case of a business which must pay its debts. Thus buddings and 

e‘Uil n re described as fixed because the money invested ,n them w 1 
equipm , c ^ to come. The current assets consist of 

rl^ndXms 2 will soon be c— ^ 

“ViE—o^ 

stockholders „f course the property 

had a net worth of $1 4 , equity in the 

of the stockholders, and ' i ^ well-kept system 

business. Such a statement can be made y 

of accounts. present condition of our concern is, we may 

Having learned what p , during the year that it has 

wish to know how the j „„ch it spent. And in this 

(or P^fit and loss account) on the 

opposite page. pecuniary terms, of our business 

The income statement “ V;" P^^Jmoeh money the busi- 

during its year of operation. It tells . Y 

ness has received and how much it las sp relationships 

and the purposes for which expen i ur regarding the character of 

.re shown which furnish important i of goods 

the business. For instance, by separa i g ^ 

sold” and “fixed expenses, wc earn < die volume of goods 

duct of the business as a whole, wit or ^ ,,pscs” would have been 

produced or sold. That is to say, , g, less or a good 



BLANK SHOE COMPANY, INC. 

(Income Statement for twelve months ending December 31, 

Sales during year 


Cost of goods sold 


Inventory at opening of business, January 1, 1949 

$ 30,000 

Materials bought during year 

90,000 


$120,000 

less inventory at close of business. 


December 31, 1949 

50,000 

Materials used during year 

$ 70,000 

Manufacturing labor 

110,000 

Electric power 

3,000 


Gross profit (excess of sales over cost of goods sold) 


Fixed expenses 
Rent 

Managerial and office 
Advertising and selling 
Property taxes 
Insurance 
Interest 
Depreciation 
Repairs 
Miscellaneous 
Operating profit 

Nonrecurring items 
Deduct Bad debts 
Deduct Fire loss 

Add Profit from sale of real estate 

-I^et^profit before income taxes 
"fp^ral corporate income tax 
profit after income taxes 


$ 10,000 
20,000 
30,000 
1,000 
2,000 
3,000 
6,000 
2,000 
13,000 


$ 3,000 
7,000 
2,000 


1949) 

$300,000 


$183,000 
^117,000 


$ 87,000 
$ 30,000 


8,000 


$ 22,000 
8,000 
$ 14,000 
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most enterprises producing articles made by hand. Most significant of all is 
the final item. From it we learn (let us assume ^^■ith some satisfaction) that 
we have made a net profit after federal income taxes of or 14 pcr 

cent on our original investment. The “matter of opinion” which led iis to 
invest our funds in this shoe manufacturing concern has in this case been 

amply justified in fact. , , 1 1 . 

We have taken the time and trouble to examine the balance sheet a d 

income statement of our imaginaiy industrial enterprise for three reasons: 
first, because they depict so graphically the pecuniary character of modern 
business; second, because they are devices much used by business itse 
third, because they lay empliasis on the essential motive of business net 
profits To illustrate these matters we have imagined a relatively small and 
Lple business enterprise. Larger and more complicated enterprises have 
mofe elaborate financial statements-as well as more invoked ™P>“ 
for our economic life. The general causes and effects of bigness 
ness enterprises will be studied in later chapters. 

CHARACTERISTICS OF MODERN ENTERPRISE 

Business enterprises either (i) buy things in order to sell jhem or 
(2)huY things in Lder to convert them into something else, with a view 
n selfiL this final- product. The first of these, buying things in order to 
sell to is much the simpler activity. It involves the ordinary operations 

sisiilsiiis 

S;"' tlrmt^r^lf atoirgVXaU^ al, *0 numerous other 

Kind!' h expenditures essential to the busto o 

The second, and more is ct“« Sic oMnlstrial (as 

order to convert them into som«hing else-is 

distinguished from commercia > transportation and corn- 

firms that render f,A steel-manufacturing 

topic, buys many Kinds of machinery and equipment, a 



THE CORPORATE ENTERPRISE 239 

number of raw materials, the services of workers possessing various abilities 
and skills, and numerous facilities necessary to its operations. As a result of 
these expenditures, it is able to make and sell a fresh commodity—steel— 
entirely different from anything that it buys. The differences between what 
is bought and what is sold are equally marked in the case of a railroad com¬ 
pany or of a manufacturer of furniture. 

It must be sufficiently clear that every business enterprise is founded 
and operated with a view to making profits, or at the very least to avoiding 
losses. Avoiding losses, like making profits, necessarily involves prices and 
costs; losses may be reduced, just as profits may be increased, either by 
raising prices or by lowering costs. Sometimes the only way in which costs 
can be sufficiently reduced to meet either a reduction in the price at v'hich 
a concern can sell its product or a decline in its volume of sales, is through 
bankruptcy. When bankruptcy occurs, one effect will be to reduce the 
firms capital structure” and so to bring about a reduction in its fixed 
charges-in this case the price it pays for the use of its capital. 


GOING-CONCERN VALUE 

This brings us to a particularly important consideration with regard to 
modern emeynse. Business concerns today, like the services and materials 
w ich they buy and the services and commodities which they sell tend 
themselves to have market values. A concern that is making relatively large 
profits from operation will have its own value enhanced as a result, wherel 

L Tw^m s ‘ff 7 ’’ 7 '* to the amount invested 

in It will suffer a loss in its own market value. 

Danv^w” “ 7 “*" 7 " “ ™"’t"t the case of the Blank Shoe Com¬ 

pany, Inc., whose creation and first year of operation have been described 
•nie company was established by an investment of $100,ooo. Its net profit 
a the end of its first year, after provision for corporate income taxes'^ w 

the 7 ™ is high. It is doubtfu 

a'pS :: wTs? to sell it to new owners 

suppL 

to be derived from other employments of capital w th T 
return is only ? per cent Tn fhl/ u ^ with equal security of 
V 5 per cent. In that case, the owners of the PlfinL- n 

pany probably would want a price of about JiSoV f 7 7°' ^°"’' 

am' Tss^lTw toT7ro'f“ alternative investment being X'thfy 
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Effective administration of costs requires first of all an appropriate 
pportionment of outlay among the various necessary factcjrs of procluc- 
ion. In the case of the fixed capital of a railroad, for example, a balance 
hould be maintained among expenditures for equipment so that the 
mounts of main line track, of sidings, of freight yards, of terminal facili- 
ies, of locomotives, of rolling stock, and of maintenance equipment wilt 
)e in such proportion to each other as to yield the most econcjmical total 
)peration. With regard to the operating expenses of a railroad, it means 
hat the amounts spent for the employment of brakemen, sw itchmen, cn- 
rinemen, maintenance workers, and other employees should be in the pro- 
jortions necessary for most economical operation, and that the amounts 
pent for fuel, electric powder, and the numerous essential services and facili- 
;ies should be apportioned so as to assure the greatest economy in relation 
:o volume of traffic borne. In this view, economy of operation refers to 
:he best proportions of the various costs to each other in terms of operat- 
ng efficiency as w^ell as to actual lowness of total costs. 

Let us consider this same problem from a slightly dilTerent angle. Sup- 
30se that a railroad company is considering the installation of automatic 
couplers on its cars. To install this new^ kind of coupler will require a con¬ 
siderable capital outlay and wull give rise to fixed charges due to interest 
on the capital funds invested in the new couplers. The company w ill, at 
the same time, be able to dispense with the services of some number of its 
employees, and to this extent will be able to reduce its operating expenses. 
Whether the company will decide to purchase and use a full equipment of 
the automatic couplers wall depend on its judgment of whether the added 
fixed charges due to their purchase will be greater or le.ss, in a long period 
of time, than the operating expenses due to the use of their existing equip¬ 
ment of manually operated couplers. 

The administration of the costs of a business enterprise entails constant 
attention to problems such as these. Effective administration of costs works 
always towards reducing the cost per unit of production or the cost of 
conducting a given volume of business. Management must continuously 
decide, in the light of shifting market situations, which material or com¬ 
bination of materials will make a satisfactory product at least cost; w hether 
the customer will or will not be willing to pay more for this or that refine¬ 
ment; what improvements in manufacturing processes might or might not 
be worth while. In the case of a particular “going concern,” of course, its 
existing physical plant and equipment set a fairly rigid pattern. This means 
that the scope for managerial discretion is more limited, i.e., the choices 
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open to management are fewer, in a going concern, than they are when a 
new business is about to be created, or even when a major program of re¬ 
placement or expansion is in question. 


THE ADMINISTRATION OF PRICES 

Along » lth the interest of each business enterprise in keeping its costs 
as low as° possible, is its parallel interest in keeping selling prices for its 
products or services as high as is consistent with optimum operating 
economy. In many fields of business a conflict arises between these two 
interests. In those fields in which optimum economy can be achieved only 
by the use of mass-production methods, it frequently is necessary to charge 
a'low price for the product in order to maintain a large volume of busi¬ 
ness Thus low costs and high prices, as ways of securing and maintaining 
profitable operation, tend in some degree to counteract each other. 

In order for a business concern to charge relatively high prices it m 
necessarily have some degree of control over the market m which it se s^ 
The hiEhest degree of such control is exerted by a monopol). VVhe 
a sL le firm provides the entire supply of its commodity or service 
in a particular Lrket, the ability to charge high prices 
Oftei:, where the product is 

imdcrstandincs or a common dislike of pnce-cuttii g 
price to be only slightly less effective than in the case of a single monopo- 
Ust On the other hand where there arc already ntiineious selleis, or m 
te°:on,;titi„n may easily spring up, any one finn has but slight oppor- 
tunity to influence the price at which it sells. 

THE PREVALENCE OF CORPORATIONS 

The Blank Shoe Company, whose finances"'j'* 
chanter was assumed to be organi/.cd as a corporation. Of the thiee toim 

,• to the other tw-o forms of Imsincss enterprise. As icgaids snee 
1 Bureau of Internal Revenue data .show that there were in this 

industry Table 13 throws significant light. 
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Table 13 RELATIVE IMPORTANCE OF CORPORATE ACTIVITY, 1937 


Industry 

Share of 
natiortal 
income 

Business 
done fay 
corporatioi 

Agriculture 

8.9% 

7% 

Mining 

2.1 

96 

Electric light and power and manufactured 
gas 

1.6 

100 

Manufacturing 

24.0 

92 

Contract construction 

2.1 

36 

Transportation 

7.3 

89 

Communication 

1.3 

100 

Trade 

12.5 

58 

Finance 

9.3 

84 

Government (including work-relief wages) 

13.5 

58 

Service 

11.9 

30 

Miscellaneous 

4.2 

33 

Total (or average) 

100.0 

63 


It will be observed that the dominance of corporations has become 
:omplete, or nearly so, in the five important fields of manufacturing, 
inance, transportation, mining, and public utilities, which among them 
iccounted m 1937 fot 45 per cent of the national income. Among all of the 
lelds, agriculture alone shows an overwhelming preponderance of non- 
lorporate enterprise. But even that traditional stronghold of the individual 
iroprietor and self-employed worker has been taken over by corporate 
merprise to the extent of 7 per cent within the past few years.^ Willard 
rhorp, in his testimony before the Temporary National Economic Coin- 
nittee in 1938, estimated that between 60 and 65 per cent of the total 
volume of business in this country is done by corporations. 


HE CORPORATE ORGANIZATION 

defined as an artificial person created by law 
ndowed with certain of the rights and privileges of natural person^ and 

p ye to carry on an enterprise with an entity separate and distinct 

-weh i, 

onion fa by corporadons. includfng insurLHomr"'' 

age companies. ^ ® compames, banks, and mort- 
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from the natural persons w ho are members of it. The corporation owes its 
existence to the fact that, from the point of view of private business, it 
possesses certain great advantages over other forms of business oiganization. 

The corporation has been well described as above all else a capital¬ 
raising device. Once this fact is grasped, its predominance in the modern 
industrial structure is easily explained. Its prototype, the joint-stock com¬ 
pany, v'as called into existence in the late sixteenth and early seventeenth 
centuries for just this purpose. At that time European trade with the Far 
East and with the newly discovered lands in the West offered exceptional 
opportunities for profit, but these profits fell chiefly to those who learned 
how to organize the business on a relatively large scale. Since very few 
individuals possessed the necessary resources to enter this trade independ¬ 
ently, the joint-stock company was introduced. By splitting ownership into 
a great many shares of capital stock, the small resources of many indi¬ 
viduals were gathered into the hands of the active promoters and man¬ 
agers. Division of ownership was achieved without sacrifice of the advan¬ 
tages of unified control and management. 


EARLY GROWTH OF BUSINESS CORPORATIONS 

Although the ioint-stock device grew steadily in popularity during the 
seventeenth and eighteenth centuries, its full possibilities for business enter¬ 
prise appeared only as an outgrowth of the Industrial Revolution. Even as 
late as 1776 Adam Smith believed that “the only trades which it seems pos¬ 
sible for a joint-stock company to carry on successfully without an exc u- 
sive privilege are those of which all the operations are capable of being 
redu«d Jwhat is called routine. ... Of this kind is, first, the banking 
trade; secondly, the trade of insurance in fire and from sea risks and cap¬ 
ture in time of war; thirdly, the trade of making and maintaining a n - 
gable cut or canal; and fonrthly, the similar trade of bringing watei for 

"'‘’’'’in lhcr^’ro'rl,^Smith was convinced that the joint-stock '“"’W 
was likely to prove less efficient in most lines of business than tie in ivi u 
rropric^Lhip^r the partnership. The only exceptions to this rule were in 
his opinion, to be found in the monopolies such as the great 
panics of the seventeenth century, and in those competitive ente prises 
which required large accumulations of capital and whic 1 cou 

fliiL'tcd on the basis of a standard routine. 

The growth of the factory system and the introduction « 
technitiue in manufacturing did not at first appear to nullify the 
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set forth by Smith, but seemed merely to widen the field in which his 
principles would apply. Until the latter half of the nineteenth century the 
corporate form was slowly adopted by manufacturing industries and was 
to be found almost exclusively in those businesses, especiall)' in the iron, 
steel, and textile industries, which required particularl\- large aguregarcs of 
capital and used methods which had become more or less standardi/cd. 
Most manufacturing enterprises were still conducted on a rclan\cl\' small 
scale and did not require a great deal of capital. As a result, in the L'nitctI 
States prior to the Civil War, the corporation was limited mainly r(j bank¬ 
ing, insurance, municipal public utilities, and transportation. Of these, trans¬ 
portation offered the most fertile field for the application of tlie corporate 
form. The construction of highways and canals early in the century and, 
later, the building of railw'ays and steamship lines were financed laroel\- b\- 
means of the joint-stock device. Even as late as the openint!; of the present 
century, dealings in raihvay securities comprised the great bulk of all trans¬ 
actions on the New York Stock Exchange. 

After the close of the Civil War, however, the spread of the corpearate 
form proceeded with startling rapidity. In the first place, large-scale enter¬ 
prise was no longer limited to a relatively small field. In aU branches of 
manufacturing, the growth in size of individual establishments, the increased 
use of labor-saving machinery, and the trend toward integration empha¬ 
sized the advantages of assembling large aggregates of capital under the con¬ 
trol of a single management. From manufacturing, the trend toward lartjc- 
icale enterprise spread first into the wholesale and then into the retail dis- 
mibutive fields. As a result, the corporation became the characteristic or¬ 
ganization for big business everywhere in the United States, in Great Britain, 
ind in other industrialized countries. 


In the second place, the growing popularity of the corporate form 
Jrought to light other important advantages, besides easy access to capital 
yhich It possessed. As a consequence, incorporation n as soon adopted in' 
mny fields of enterprise-even those in which small concerns predominate- 
vhere capital accumulation was of relatively minor significance. Today 
Ilthough the corporation cannot as yet be termed the characteristic form 
strall-scale business organization in the United States, the movement in 
his direction still continues. 


HE LEGAL STATUS OF THE CORPORATION 

Our discussion of the corporation as a capital-raising device traced Ik 
ustory from the joint-stock companies of the sixteenth and seventelth 
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centuries. To understand its legal status, however, we must consider even 
more remote prototypes. In the late Middle Ages we find, in the city 
charters granted by the Crown, the earliest examples of the corporate form. 
Later, various religious and charitable organizations were permitted to in¬ 
corporate. The charter created an artificial entitx’- which could own, hold, 
and manage the property of such bodies in perpetuity. In these early exam¬ 
ples the charter was regarded as a special privilege conferred by the Crown 
in order to further public or philanthropic objects. 

The idea of public service was still current at the time of the incor¬ 
poration of the great British colonial trading companies. Although, in 
actual fact, these joint-stock enterprises were brought into being by the 
lure of easy profits, in theory they were usually regarded as agencies spe¬ 
cially creamd for the purpose of carrying on missionary and colonization 
work among the heathen. 

The huge profits earned by some of the chartered companies caused 
many unincorporated joint-stock enterprises to be formed. Lacking corpo¬ 
rate status, such enterprises were really partnerships having a veiy laige 
numlier of partners-nearly all of them silent. There followed a wild specu¬ 
lation in the shares of these unchartered companies, bringing ruin to hun¬ 
dreds of investors. As a result. Parliament, in .7.8, prohibited unincorpo¬ 
rated companies from acting as corporate bodies or selling transferable 

stock. _ 11-0 

d'his prohiliition was never strictly enforced; it was repealed in 1825 

and a general incorporation act was passed. Under this law the Crown was 
empowered to grant charters of incorporation without the nece.ssity 0 a 
special act of Parliament. Such charters, Imwcvcr, did not carry the pnvi- 
Icgc of limited liability until the law was amended by the act of 1856. The 
legislation of that year marked the final stcit in the transition of the cor¬ 
porate charter from a special privilege granted in return for public-service 
activities to a general privilege open to all upon payment of a fee. Uie 
corporate charter became, in fact, merely a license issued in much the same 
manner as automobile or marriage licenses are issued today. Tn the United 
States, general incorporation acts were passed by most of the states cat y 
in the nineteenth century. Since their passage a corporate charter has been 
uranred automatically whenever a group of persons (usually a mintnuim o 
three) applies in the proper manner and according to the terms specified 

^Thfrrct'Iharcorpcirare charters arc issued by each of the states in this 
country has led to a general laxness of standards. Because 
he nssLd special fees and taxes by the states which chaitei them, 
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number of the states have competed with each other in attempting to gain 
this lucrative business of issuing charters. Every American corporation 
enjoys the legal right to do business in any state, or all states, in the Union 
(except in cases where the business of a corporation specifically violates a 
law of a particular state; e.g., a liquor concern cannot do business in states 
having prohibition laws). Thus it is possible for a corporation engaged in 
interstate business to get its charter in any state in which it may own prop¬ 
erty and conduct business. As with divorces, the states with the easiest 
rules do the most business. For many years New Jersey was notorious for 
the laxness of its laws of incorporation; at present other states, and particu¬ 
larly Delaware, appear to be competing very successfully for business in 
issuing charters. In those states the laws absolve corporations of many re¬ 
sponsibilities. Large powers to holding companies, “dummy” directors, and 
evasion of taxes are abuses attributed to laxness of states in issuing charters. 
When it is considered that corporations owe their existence to their 
charters, and that their powers to do business are those which are explicitly 
granted by their charters, this laxness has serious social implications. 


THE CORPORATION AS AN "ARTIFICIAL PERSON" 

An individual may do anything not forbidden by law or public policy. 
A corporation can do only those things which its charter authorizes it to 
do. Of course, a charter may be phrased in such broad terms that one 
would find it hard to imagine an act not so included; but the acts of the 
directors or officers of a corporation may be challenged by a stockholder 
or by the public authorities, and in any such dispute the power which it 

IS sought to exercise must be demonstrated to exist expressly or bv neces¬ 
sary implication. ^ 

The modern corporation, in the eyes of the law, is an artificial person 
which has the right to own and hold property, to bny and sell, to make 
contracts, to sue and be sued in the courts. By an extension of this legal 
fiction It has been declared entitled to certain of the privileges and im- 
raunme^naranteed to natural persons by the Constitution of the United 
States. Thus the corporation is treated as a person under the Fifth and 
Fourteenth Amendments, which prohibit the federal and state governments 
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The early common law notion was that a corporation could not be 
guilu’ of a cTme. x\s Blackstone put it: “A corporation cannot commit 
treason or felony, or other crimes in its corporate capacity, though its 
members may in their individual capacity.” The rule today is univeisally 
otherwise. If a passenger agent of a railroad should issue a free pass in vio¬ 
lation of the Interstate Commerce Act, the corporation, being responsible 
for the acts of its agents within the scope of their authority, could be in¬ 
dicted. In one instance, the New York Central Railroad was held criminally 
liable for rebates given to a sugar manufacturing firm. True, a corporation 
cannot be jailed; but it can be fined and, under sufficient provocation, its 

charter can be annulled, putting it to legal death. 

There is some doubt as to whether or not a corporation can be guilty 
of a crime involving a wicked and malicious intent. In New York, for 
example, it has been held that a corporation could not be guilty of homi¬ 
cide. The federal courts, on the other hand, have held corporations guilty 
of manslaughter, conspiracy, criminal libel, and “knowingly depositing 

obscene matter in the mail. 


THE FINANCIAL STRUCTURE OF THE CORPORATION 

The simplest financial structure is that which was used by the joint- 
stock companies of the seventeenth century and which is to be found in 
many small corporations today. In this type there is only one kind o se¬ 
curity which represents the entire capital investment. If, for example a 
corporation issues one thousand shares of common stock, each share of this 
stock represents ownership of one-thousandth part of the net worth, or 
e(,uity, of the enterprise, and the right to receive one-thousandth part of 

annual or other dividends thcieon. , . ., i 

Behind the evolution from this simple type to the highly complex 
capital structure t.f many o.tpnratinns to.lay, two main obicettves ate to 
he found. The f.rst has been the tiesite on tlte part of the corporate pto- 
,„„ters to create types of seenrities that will suit tnost perfectly Iw te. - 
neraments of the various dilfcrcnt groups of investors, and theicliy 
Ivailahle larger amounts of capital. The second has been the desire to obtan 

which is not rcocahlc by the state except it. the even, that '''yyi’ty'"” “ 
ut. to the lent,, ttit.ler which the charier was gralitetl. 1 Ins tlocs not picv 
h tt t Vi line in its eottstinttion that no irrevncahle charter shall be gntme.I and th 

ttit c.. theteafter ..ted shall he stthi.ct to y « 

atttetttletl front thne to titne. The Datttnottth College ease, thetefnte, ts of little pr.tett 

siifiiificancc today. 
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the vast sums necessary for many modern industrial enterprises, and, at the 

same time, secure and maintain the control of management within the hands 
of a small group. 

Apart from common stock, the principal kinds of corporate securities 
are preferred stock and bonds. The bondholder lends his money to the cor¬ 
poration for a stated period (e.g., twenty years) in return for interest at a 
h-red rate. If interest or principal are not paid when due, he can sue the 
cotporatton. If the business is liquidated, he has a prior claim upon its assets. 
Because of these advantages, bonds commonly yield less than preferred or 
common stocks. The holder of preferred stock is in an intermediate position. 

the?" f ^ ■■"“'■n; yet like common stocks, 

e confer a right y ownership in the corporation. Preferred stockholders 
must receive the full amount of their stipulated dividends before any com¬ 
mon dividends are paid; yet, unlike the bondholder, the owner of preferred 

stockh'ld""' Bondholders may not vote at 

PRIVATE ADVANTAGES OF THE CORPORATE FORM 

3dvantTgfoTtrcorporl7' "I *0 S-test 

adminisL corporatio? S ncrr “ “d 

essaty by moTer??L ", '“f ;“™"‘“™ns of capital are made nec- 

. - .i.,. 

portant of the other .a . r . community. The more im- 

ited liabihtj- enjoyed by stockholderf^corporaZnTthe^”™!"" 7 

"e 7 pi"T/ the 

-he opportunity the c^Zt “ 

tions. means that an olwr^rstock hability,- as applied to corpora- 
^Ponsible or financially liable for the fulfillm^t o?" “ 

gKions of the enterprise in which he owns stock Th'T K i” 

P ration itself is unlimited; it is required hi l liability of a cor- 

ih= full extent of its resources. A stockhoU “ 

-e amount of money which he has invested 1„Te’3777 

^ Stock of a corporation. 
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Yet, in the event that a suit at law is brought against a corporation, or it 
l)ecomes bankrupt, its stockholders—except under certain special circum¬ 
stances indicated by law-cannot be assessed to meet any deficit^ Thus the 
Icual liability of stockholders in a corporation is quite different from that 
of the members of a partnership. The latter are liable without limitation 
for all oblifrations of the business that are contracted by any of the part- 

D , 

ners or that accrue to the business from its operation. 

In this country the corporation now invariably embodies the principle 
of limited lialiilitN * This privilege has been of fundamental importance for 
the erou th of large-scale enterprise, since no intelligent person is likely to 
buy'stock in a large corporation if he is held individually liable for all debts 
incurred by the business. Persons arc willing to assume unlimited liability 
only where the ov nets are few in number, where they are well known to 
r,nc another, and wltere the amounts involved are relatively small. It is only 
under such conditions that ^vc see today the survival of those business types 
-such as the individual proprictorsliip and the partnership-upon the own¬ 
ers of which the law places unlimited liability. 

The grovth of large-scale business in England ^^•as undoubtedly le- 
tarclcd gi-orly during the early >'ears nf the Industrial Revolunon by the 
unu illingness „f the liritish I'arliainent to grant the pnvilcge of limited i,- 
i,, „k,„int-stoel< eiiii.panics. Prior to iH 5 d this privilege was withheld 
1 ,1 all ace corporations chartered hy special act of Parliament In tha 
! 1 wever, the privilege was estended to all i,.int-,stoek enterprises wit 

Jveeption of ha illdng and insurance companies. Thereafter the growth 
c sire'of business iindertaKiiigs proceeded with “‘t ^ 

the United Slates, on the other hand, the principle of “ 

accepted from the very beginning. According to one 
tiabilitv was recogni/ed as an attrihiite of an incorporated company 

, pi*, .„e laws of .line 

. r..t y e,ai,,,,ere., ^ ^ 

....... '"t ..:,::„„ii„t c,,i»ii« 

liccaiiie loiilirii|il, eaeli of US sme - u. n s Tlio several states 

tlu' iinr Viiliic (if I'iii suifk to mtet t k t .un's “noiiblc linbility” to .stock- 

lia.i similar iiieasiires alleciiiig die liiiiilis e lallerc. >y w ^ ^ various 

l„,sines, are clearly ileliiie.l and limilcJ hy law. 
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invariably without specific mention; indeed, it was the principal object de¬ 
sired through incorporation.” While the principle of limited liability has 
proved indispensable for the growth of large-scale enterprise, it is also one 
of the leading incentives to incorporation on the part of small business and 
noncommercial enterprises. 

Transferability and diversification. Closely associated with limited lia¬ 
bility are the advantages of transferability and diversification which apply 
to corporate securities.'By the former is meant the ease with which owner¬ 
ship in corporate securities may be transferred from one person to another. 
As a result of the development of organized stock exchanges, an individual 
may reassign his investment in a corporation almost at a moment’s notice. 
It should be clear that the ease with v'hich one can withdraw from a busi¬ 
ness has an important bearing on one’s willingness to enter it. As contrasted 
with the holder of an interest in a partnership, which usually can be with¬ 
drawn only by dissolution of the firm, the investor in readily marketable 

coi^orate securities can, whenever he wishes, convert his investment into 
cash. 


In addition, dividing ownership into a great number of small shares 
makes possible to owners of securities a diffusion of business risks through 
dwemification Instead of “carrying all his eggs in one basket” by investing 
a of his funds in a single enterprise, the investor can now insure himself 
against disaster by placing relatively small sums in a number of separate 
business undertakings. Since the failure of any single ventufe will not wipe 
out his entire fortune, the holder of diversified investments is in a much 
better position to assume greater risks on the chance of greater returns, 

erpettmy The corporation, being a separate entity in the eyes of the 
has an existence distinct from that of any of the pe^ons who^e r^em! 
of in Except in those cases in which the charter is granted for a lim 
ed number of years, the life of a corporation can be terminated only by 
voluntary dissolution on the part of the shareholders or else bv a I ^ 

»rantrh t'he™”®’’ -'''vas 

orrfie^ - ms 

it may be said to be endowed with legal immortL.tr U hi 
which IS terminated by the death or withdrawal of TparmeL ! 
continues in existence regardless of what mav h ^ 
directors, or stockholder!. This ouahty te2t 

of confidence to the investor in m ^ ^ ^ greater sense 

important advantage in the raising 
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Concnmtio,, of VMmgemm. The use of the corporate form hes 
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PUBLIC DISADVANTAGES OF THE CORPORATE FORM 

We have seen, above, the extensive benefits and powers obtained by 
individuals from the use of the corporate form. We must now look at the 
obverse side of the shield and consider the disadvantages to the community 
that arise directly or indirectly as a result of the advantages that accrue to 
the members of corporations. If the corporation is to be called the mother 
of large-scale enterprise, it must also be called the mother of manifold abuses 
from the viewpoint of the public. Of these, the following are perhaps the 
most important. 

Fraiidiilevt promotion schemes. Because of its very efficiency as a 
capital-raising device, the corporation has provided an unusually fertile field 
for the perpetration of fraud. Investors are induced to exchange their sav¬ 
ings for corporate securities by the lure of profits, and the desire to “get 
rich quick” is one of the strongest of human motives. For this reason the 
gullible—and who among us is not gullible in some circumstances?—are often 
more easily influenced by the extravagant promises of the fraudulent pro¬ 
moter than by the conservative prospectus of a sound enterprise. This abuse 
has existed ever since the first joint-stock device, and in fact is today a less 
serious evil than it has been in the past. Thus Macaulay, in his History of 
England, describes fraudulent stock promotion in seventeenth-century 
England which, in its range and audacity, surpasses even the wildest schemes 
of contemporary sharpers. 

Yet the methods of the modern stockjobber are almost identical with 
those of the seventeenth century. The chief difference lies in the character 
of the stocks he offers to the public. Instead of selling shares in a lute-string 
or a sword-blade company, the fraudulent promoter of today is much more 
likely to peddle the stock of a nonexistent gold mine or oil well. As long 
as human avarice exists, such practices are likely to continue and to meet 
with a certain measure of success. As compared with his ancestors of the 
seventeenth century, however, the modern investor has certain important 
advantages in the safe investment of his savings. In the first place, there has 
grown up during the past fifty years a number of conservative investment- 
banking houses which have very largely supplanted the wildcat promoter 
in the marketing of securities. The modern investment banker handles the 
distribution of securities purely as a merchandising business. His success, 
therefore, depends largely upon his ability to hold the confidence of the ini 
vesting public. No amount of competent investment counsel can entirelv 
protect investors against loss due to decline in value of the securities thev 
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huv Bm existing facilities ai'c such that there is l.ttle excuse for any inmtor 
™,ni!g ri-'risirof dehl,crate fraud, provided he is content xvtth a ntode.atc 
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morals. For this reason, corporation officials are likely to feel less moral re¬ 
sponsibility for actions performed on behalf of a corporation than they 
would in their capacity as private individuals. Also, the corporate form pro¬ 
vides a splendid shield behind which individuals may escape the conse¬ 
quences of practices for w'hich they would be held legally responsible if 
they acted directly for themselves, instead of as officials of a corporation. 

This evil is particularly glaring today in the case of some small-sized 
business corporations and noncommercial corporations created by one or 
two individuals. Large industrial corporations frequently make use of the 
corporate shield to evade responsibility, but in such cases it is usually a 
secondary use of a device the primary purpose of which is the raising of 
capital. In the case of small concerns, however, the corporate form appears 
sometimes to have been adopted for no other important reason than the 
desire to evade responsibility. Such corporations are nor formed as a device 
for raising capital. Their stocks are not likely to appeal to the investing 
public. Furthermore, the limited liability applying to their stockholders 
will frequently injure the credit standing of small corporations with com¬ 
mercial banks, as compared with individual proprietorships and partner¬ 
ships. Consequently, the possibilities of evading responsibility are likely to 
have loomed large as incentives to incorporation. These possibilities include 
the concealment of assets, evasion of taxes, deception of creditors, and in¬ 
numerable shady practices. Although it is exceedingly difficult to fix legal 
responsibility for such actions, the courts in recent years have sometimes 
adopted the course of “piercing the masquerade of the corporate entity.’’ 
Where deliberate intent to use the corporate form as a shield for illegiti¬ 
mate practices can be shown, the court may reach behind the shield and 
place full responsibility upon the individual or individuals concerned. 

In addition to the activities of small business corporations must be listed 
those of the many noncommercial corporations formed in recent years by 
wealthy individuals to hold their private fortunes. By the use of the corpo¬ 
rate form they are often able successfully to conceal their assets, and to 
escape much of the burden of income and inheritance taxes. When a man 
incorporates himself, he converts his living expenses into a cost of doing 
business, and so cuts his taxable income. As the tax laws have been tight¬ 
ened, this practice has become less and less easy to adopt. 

An instrument for promoting monopoly. We have seen above that the 
corporation has been a remarkably efficient means of concentrating the con¬ 
trol of vast amounts of capital in the hands of a small number of active busi¬ 
ness leaders. As a result, the corporate form has played a leading role in the 
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development of the great business monopolies of recent times. This topic 

will be discussed further in Chapter 12. 

Sepiir.aioii of O-O-Iiership and nmiagement. Until about fifty years ago 
the characteristic types of business enterprise were the individual proprietor¬ 
ship and the partnership. Under such conditions the owners of a Uisiness 
were also its managers, and no separation of functions existed. Further, the 
dealings of the proprietor-managers with employees and customers we.e 
hlielv to be on an intimate, personal basis where moral responsibility to fel¬ 
low human beings could never entirely be eliminated 

Today this situation survives in small individual proprietorships, part¬ 
nerships and close corporations, but it has ceased to be characteiistic o 
modern'business enterprise. Instead, in the great industrial corpomtions 
which arc becoming increasingly typical and which set tie geneia 
business standards, management has become widely separated ' 

ship. In place of two or three owners who are also the « JT 

business ownership is likely to be divided amongst many thousands of stock 
hoHers'scattered widely over the face of the globe. The c lef concern 
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even in the usual vote for corporate directors the proxy niachincrv usual!\ 
eliminates any significant control by stockholders. As a result, control over rlu 
policies of the American Telephone & Telegraph Co. lies only to a minor extent 
with its stockholders.! 


The board of directors supervises the general policies of the enterprisv 
and appoints the leading officials, who conduct the active nianagenicnt. fhe 
managers in turn deal with the employees, who inav number manv thou¬ 
sands, and with the customers, who may number millions. Obviousl\, there¬ 
fore, the old personal relationship with emplovces and customers tlisappcars 
almost entirely, and the sole contact becomes that of the marker nexus, l lie 
foremen who deal directly with the employees, and the salesmen w ho deal 
with the consuming public arc likely never to have seen the president of 
the concern, and usually have no idea as to the identity of the ou nets. 

This state of affairs often leads to serious abuses. On the one hand, the 
pecuniary interests of the directors may not coincide w ith those of the 
main body of stockholders. Thus, it has frequently happened that a group 
of directors was able to reap large fortunes by means w hich w ere ruinous 
to the enterprise. This may be accomplished by creating other corporations, 
of which they are the sole owners, and to which they let out contracts at 
ruinously high prices. Their losses as shareholders of the major enterprise 
are often insignificant compared with their gains as sole owners of the minor 
concern. A notorious example of such tactics occurred during the building 
of the Union Pacific Railway. An inside group of directors created another 
corporation, known as the Credit Mobilier, to which they awarded con¬ 
tracts for constructing the line, at prices which were certain to ruin the 
Union Pacific while yielding enormous profits to themselves. .More recent 
history furnishes another notorious example of such tactics in the Conti¬ 
nental Trading Company which figured so prominently in the oil scandals 
of the Harding administration. More frequently, this abuse takes a much 
less blatant form and may consist merely in the voting by the board of 
directors of outrageously high salaries to themselves or "their friends as of¬ 
ficials of the concern. The sufferers are the main body of shareholders! ^v■ho 
bought their stock in good faith. 


On the other hand, where the interests of directors and stockholders 
are identical, the very identity of their interests may render certain socialh' 
approved moral sanctions-]ust the kind of sanctions that private individuais 
may feel constrained to observe-ineffectual. As stated previously stock- 


1 Quoted from The Structure of the America Economy 
sources Committee, Washington, 1939, p. 156. 


Pan I, National Re- 
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holders are nor likch’ ru concern themselves greatly mith the methods by 
vhich the profits are obtained. Such an attitude often forces directors and 
managers to adopt tactics of doubtful morality in order to hold their posi- 
tions.^-or instance, the president of an enterprise may have a high sense o 
iusticc in his attitude toward those with whom he deals; but his success as 
an executive in the cncs of the directors and stockholders depends solely 
upfin his abilitt- to pav dividends. As a consequence, he is forced to treat his 
cmploN-ecs, customers, and suppliers of nece.ssary materials and seivices 
UKi-elv as instruments to this end-to buy always in the cheapest market 
and to sell in the dearest, regardless of consequences other than immediate 
profits. In this respect the modern corporation appears to furnish the neai- 
cst approach to that rational, but bloodies and amoral, discovery of the 
classical economists-thc “economic man. 



CHAPTER ELEVEN 



e trend toward bi 


g business 


The corporate form of organization, \\ hile possessing the pi'i\ ate and 
acquisitive advantages discussed in the preceding chapter, has come also to 
present some complicated problems of public pohc\'. Incorporation has facili¬ 
tated the grow th of very large business and industrial units. Mere lugncss in 
Itself does not constitute an evil. But the tremendous power associated w ith 
bigness sometimes facilitates kinds of action which deviate sharply from 
the assumptions of economic liberty on which our economic organization 
rests. Such deviations commonly are called “abuses,” although they ma\- be 
perfectly reasonable results of the way our economic system is organized. 
At any rate they appear, as trends and tendencies, more “realistic” than the 
assumptions from which they deviate. Our present concern, however, is 
with the nature of the deviations themselves, and not with the question 
whether they are, on the one hand, “abuses” or, on the other, logical ful¬ 
fillments of conditions implicit in the system itself. Chapters 12 and i ^ in 
this section are devoted to specific ways in which “big business” gives rise 
to problems of public policy. 


"BIG BUSINESS" AND THE "LITTLE MAN" 

aittk In f 'vs emphasis upon the 

man. The rationale of our economy runs in terms of the noht of 

2 person-eren the person of small means-to engage m bnsiness'or im 

dusm on his 0 ™ account. Economic libertji means that people are able to 

a -e cioices and to act according to the choices trhich they make Ideally 

It n«ns that there is a wide range of choices available to the individual In 

eluded in this Ideal range of choice is the alternative that a person who does 
not want to work fm- cnmovcme. i., . , . b ® cioes 
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in a business of his ou n. It is assumed, of course, that such a person will 
have prudence and foresight, and will have accumulated the capital neces¬ 
sary for the establishment of his business. But these are just the qualities 
y liicli, according to the tradition, are needed by the successful business¬ 
man' and so his emergence from small beginnings and his success against 
competitive odds are the best assurance the community can have that busi¬ 
ness and industry are in competent hands. 

To the individual in a liberal economic system the range of his effective 
choice detcniiines the degree of his economic libert>o For his range of choice 
to include the opportunity to go into business for himself, tiere inns 
small l.risiness concerns. There also must be open,up for npv , 

nesses. Throughout our industrial history, however, there has b«n a niaike 
tendency for business and industrial concerns to become large. But the ttnd^ 
ency touard bigness necessarily means a progressively more restiicte 

^inhere for the “little man.” , . 

^ There remain, of course, a large number of small business enterprr..^ 

The greatest concentration of these is in the field of j 

are mire than six million farm units. In .9,5 c'-e were 
two thousand farms on which more than five persons were gaiydly en 
'lied I he more than six million farms on which fewer than five peop 
^ Hr constitute well over one-half of the total number of producing un 
'Tall tvnes in the country. Again, in the field of retail trade a great many 
L n erpriscs exist. Inlpite of the operations of large chain-smre s,J 

T'sr,;ird-:T:«^ il-es of the service udt.^s ^ot 

.ucluding public rte,- rises. Vei, in 

lly the National Kesources Committee presents the estimate b 

■ Cf. iWee,/™ lb.-.S>cW M.lcyf SvM 

n.ittcc, ... (or Isemiomic Development, . 547 . y„r, ,,,6, the 

limn r.so,i««i small Inisiiiess concerns were ^ ' , Pi„cs o( 1946 
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nesses to the wall.’’ 



261 


THE TREND TOWARD BIG BUSINESS 

little more than a third of the nation’s economic activity is carried on by 
producing units engaging the activity of one to five persons. An almost 
equal proportion is carried on by a few hundred very large administrative 
units.” 1 It is this condition which is important to the present status and 
future prospects of the “little man.” 


THE TREND TOWARD BIGNESS 

The concentration of business and industry which has been described 
IS best to be regarded as a trend, rather than as a condition. It has been going 
on for a long time, but at a fairly steadily accelerated rate. In the late eight¬ 
eenth century, Alexander Hamilton’s famous Report on Manufactures^da- 
scribed the United States as “a vast scene of household industry.” The few 
large commercial enterprises that existed accounted for only a tiny fraction 
of the economic activity of the time. As recently as 1904, John Moody in 
The Tmth about Trusts found only about thirty manufacturing corpora¬ 
tions that were capitalized at more than $50,000,000. Due to inflated capital 
values and inadequate accounting methods of that time, the figure given 
probably exaggerates the facts. As to the more recent situation, the Na¬ 
tional Resources Committee listed, in 1939, seventy-six industrial corpora¬ 
tions xvith of more than $100,000,000. The same list shows that the 
smallest of the two hundred largest corporations in all fields had assets of 

crntLutT ' 939 , the trend appears to have 

The trend is impressive, even though the condition which it represents 
' commonplace in our economic life. There are few major 

concern ‘sf ““ ‘'l'™dred-ra.Ilion-dolkr" 

Th V “billion-dollar” com- 

panies This ,s taken so much as a matter of course that a merger creatine a 

cu lion ^mos “ " dis¬ 

cussion Almost every person conies into daily contact with one or more of 

hese giant companies. Even if he does not work for one of themTe 

ixr ^^ructure of the American Economy Part T KfaC i t> 

Washington, 1939, p. 104. National Resources Committee. 
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PROBLEMS CONFRONTING SMALL BUSINESS AND THE PUBLIC 

The altcnincivcs remaining to tlic "little man" are someavhat limited. 

He niav «ork for one of these large companies. His savings, too, he m.n 
invest in the stocks or lionds of one or more ot them. Hut suppose he docs 
m,t wish to work for an employer, what alternatives-other than comp « 
idleness-are open to I,inn If he possesses, or can ac.pure the expens, e 

thficat.. Lccssaiw, he may follow a profession. 

he mav establish a small business of his own, or may supplcmci 

capital xs ith that of other people bv forming a partnership or small coipma- 

tion. If he has extraordinary insight or luck, he may 

Tnd LHin a foothold as a small manufacturer. More p.obablw b be has t 
tastes and elementarv knowledge, he will buv a farm or open 
retail store. Neither will be a goUl mine; indeed hard w.irk and pet.^ 

''''TirL^,l™l.7s'^ business concerits to our eemnomy and our 
society has been strikingly summarr/ed by A. D. H- K.’P 
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panics listed on the Stock Exchange, rather than in small companies. The pres¬ 
tige that attaches to a large firm has come to have an appeal for the young man 
seeking a career, though the relatively few big jobs in large organizations indi¬ 
cates that most persons going into them can achieve positions of only moderate 
or minor importance. Big business catches the public eye with the advertisement 
of its achievements. 

Technological resources and the miracles of modern research are associated 
with big business in the public mind. Business schools and engineering schools 
hat e been concerned largely with developing those professional skills for which 
big companies offer the obvious market. In spite of the traditional emphasis on 
independent enterprise, little has been done to dignify small business owmership 
as worthy of professional and educational attention. 

Those who are concerned w'ith the future of small business are anxious to 
see this psychology reversed. They would like to see the best talent of the next 
generation go into self-employment and business ownership, believing thus to 
give full play to the capacities of people with courage, versatilit^^ and imagination. 

artly for this reason, attention is being given to ways of making establishment 
of small businesses more attractive, to liberalize credit and to make taxation on 
small business less burdensome, and to encourage public and private services for 
tne guidance of small enterprises. 

The future of small business is of concern not only to small businessmen. 
Big business knows that its chances to continue under the present system rest 
heavily upon the presence of many virile, healthy small businesses, bLt on re¬ 
taining the opportunities and liberties that go with private enterprise. For the 
wage earner, in turn, the alternative of self-employment in small business is an 
important morale factor. To many an employee it means a sense of independence 
trih r ^ f Small business, moreover, is a customer and dis- 

SnTall b T"' ^"dustrial units 

Small business, then, has social as well as economic values. To preserve them' 

oweter, may entail some debatable public costs. What price is worth n ' 
preserve small business? In the answers to that question lie niceties of d'^fi 

con benveen n, ensures thnt help small business ,o play a more virile rolet o”ui 
economic life, and those that would merely nostnLp . i • 

causes of small business failure! ^ ^ ^ reckoning with the 


CONCENTRATION OF EMPlOYEES AS A MEASURE OF BIGNESS 

Just how^ did “big business” become big? Partbr Kp • j- • i 
plants or establishments, individual mines and' factories, stores' an"d ware 
houses grew ,n stze; partly because firms (more and m;re often mclo: 

! Quoted by permission from A. D. H Kanlan “Wh m 
-=» CED Commtaee for Ecouom.c Dev’elopmfur'jo^^^;" B-’ 
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rated) came to own and operate a larger number of establishments than 
formerly. Both tendencies led to the same result: a higher degree of con¬ 
centration in the ownership and control of business. The facts and figures 
which bear upon this question come from a wide variety of sources an 

Figure 20 growth in size of factories: percentage 

DISTRIBUTION OF MANUFACTURING EMPLOYEES 
BY SIZE OF ESTABLISHMENT, 1899 AND 1939 
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Lct us look first at the number of workers p 
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curing plant nearly doubled in size during this forty-year periods More 
significant, perhaps, is the statement that in 1899 two-thirds of all factory 
workers were to be found in plants employing fewer than 250 workers; in 
1939 only half of all workers could be found in plants this small (see Fig. 
20). Again, in 1899 fewer than a tenth of all factory employees worked in 
plants employing more than a thousand workers each; in 1939 between a 
fifth and a quarter of the employees were to be found in factories this big. 

The above historical comparison is necessarily confined to manufactur- 
ing, but for lecent years we can make much more generaj statements. 
Since the Social Security Act was passed in 1935 Social Security Board 
has tabulated the number of workers employed by each employer. Certain 
types of activity are not covered by the act, the most important being agri¬ 
culture and railroad transportation; however, the data do cover mining, 
utilities, trade and the service industries, in addition to manufacturing. Ac¬ 
cording to this tabulation, in the year 1939 ^^lore than half of all firms em¬ 
ployed fewer than four workers apiece. This group of firms—relatively nu¬ 
merous but quite small, with from one to three workers on their payrolls— 
collectively employed less than 7 per cent of all workers. By contrast, at 
the other extreme were fewer than two hundred large concerns, each em¬ 
ploying ten thousand or more workers. This group of firms, constituting 
approximately one ten-thousandth of the total number of reporting em¬ 
ployers, had on its payrolls one-eighth of all the workers.^ 

In what types of business has concentration proceeded furthest, and in 
what types is the typical enterprise still relatively small-scale.^ The Social 
Security data shed light on this question also. The average number of ^^-ork- 
ers per employer in 1939 is shown for most of the more important indus¬ 
tries, both manufacturing and nonmanufacturing, in Fig. 21 (agriculture 
and railroad transportation are again.excluded). Among types of business 
averaging fewer than ten workers per employer, we find retail trade, per- 
soml semce (e.g barbershops and beauty parlors), and construction fims 
all fields m tych, as we saw in the preceding chapter, unincorporated 
enterprise ,s still important. If we had accurate data, agriculture, too, would 
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ployer gives at best an inadequate measure of the trend toward big l)usincss. 
Many firms have grown larger by increasing their use of capital—by usinu; 
more highly mechanized processes—without anv, or at least without an\' 
corresponding, increase in the number of their emplo\’ces. Changes in the 
amount of capital employed are difficult to measure, but a recent comparison 
indicates that the book value of buildings and machincr\' used in the a\ cr- 
age manufacturing establishment in 1939 \cas roughl\' fi\'e times that of 
buildings and machinery used in 1904.’ The prevailing price le\ el, at which 
firms valued their buildings and machinery in 1939, was probabl\' about 
twice as high as that of 1904. Making allow ance for this inflation in \ ahies, 
we may say that the real amount of fixed capital of the r\ pical factory in 
1939 was between two and three times that of the typical factory in 1904. 
Or, in vaguer but more general terms, the typical American factory im¬ 
mediately prior to World War II employed nearly twice as many work¬ 
people and more than tw'ice as much capital as it did at the beginning of 
this century. The measurement of further changes which may" have"oc¬ 
curred during and since World War II awaits the taking of the fi’rst postwar- 
census. 


We saw above that the number of workers on the payroll of the aver¬ 
age employer varies greatly according to the t>^pe of industry considered. 
Variations in the amount of capital invested in the typical enterprise are at 
least as great. The United States Bureau of Internal’ Revenue collects data 
on this topic, although it does so only for corporations. W^e may note, for 
instance, that you could set up in business as an average-size corporation in 
1942 in the trade or service fields for less than $100,000; on the other hand, 
the average corporation engaged in mining or manufacturing had an in¬ 
vestment of over half a million dollars, while even a small electric utility 
would cost several million dollars. 

« g™"' clearlv is not con¬ 
fined to any single division of industry or trade; it has occurred-to a greater 

or less extent-in manufacturing, in transportation, in banking, in merchan¬ 
dising, and in public utilities. The remainder of this chapter will offer some 
explananons of ty tendency as it applie; to manufacturing industrv. In this 
connection, chief attention is given here to the “internar’reasons for hme 
sca^ operations. The. are sometimes called the “economies o s”l “^o; 
cost advantages which result from bigness. The monopoly advantage e^ 
)oyed by some large concerns will be described in later chapters. ' 

^^reeolleet.. The number 
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HOW THE MARKET AFFECTS THE SIZE OF FIRMS 

The size of an entire industry, measured by its output, is regulated by 
the demand for its product. The size of the marketing area and the willing¬ 
ness and ability of the people to buy arc the determinants. In most instances 
tins does not mean, of course, that mere territorial limits or “namral de¬ 
mands give the industry its size. Producers may cultivate their markets as 
intensively as the prospective profits warrant-e.g., show how an automatic 
sprinkler’system pays returns by reducing insurance rates, or make the 
public “soap conscious.” Yet, in the end, the size of an industry is regulated 
by the demand for its product. This circumstance also has an influence on 
the size of single plants within an industry, but it is not a completely e- 
termining one-unless the establishment chances to be a monopoly. A manu¬ 
facturer of automatic sprinklers, for example, may buy out some of his com¬ 
petitors and thus create a larger single enterprise than fonnerly existed 0 
a producer of soap may be able to convince the soap-using public that h 
soap is preferable to any other because of its (real or suppose ) germ 
quahty or because it floats, and thus expand his business regardless of tl^e 
I, and for soap in general. In these ways, as well as oyets, an individu 
establishment may increase in size even though the industry of which 

forms 1 Dart is standing still or growing smaller. 

rtemn-e and extfasive cuhivation of their markets not only causes in¬ 
dustrial enterprises to grow large; in order to 

in this way it is necessary that such enterprises already be laige. I 
vlilrfm sample, that sLll concerns could not afford » ccm^ct - d- 
vertising program by nation-wide radio broadcasting or by buyng 
m the pi,pula® magazines. Nor, even if they could afford it, "'ou d it ay 
1 Tr annears therefore that firms wdiich cannot employ thes 
'rsclle mTthod/of 'sai; promotion often are placed at a Ji-dvaiUage in 

elation to their larger competitors. Many of the -""'yeatprobably 
„f small firms into large ones which have occurred m y • P 

were motivated, in large part, by this consideration. 

HOW DIVISION OF LABOR AFFECTS SIZE 

, *.. ,..i—w 

..■11,1 qiteaLt improvement in the productive poweis of laboi. 



THE TREND TOWARD BIG BUSINESS 269 

greater part of the skill, dexterity and judgment with which it is anyw'here 
directed, or applied, seem to have been the effects of the division of labor.” 
Then, in a famous passage. Smith describes the way in which the manu¬ 
facture of pins, when the eighteen separate operations involved in pin¬ 
making aie divided among skilled operators working together, gives rise to 
an output per man many times as large as would be possible if each man 
worked separately and independently. The greater the division of labor, tlie 
larger the productive capacity of the enterpiise. As machines come to per¬ 
form a larger and larger proportion of the “labor,” the division of labor 
grows constantly more minute and more elaborate, thus increasing still fur¬ 
ther the productive capacity of the plant. 

In the physical process of production there always is a limit-deter¬ 
mined hy the prevailing state of the industrial arts-beyond which division 
of labor cannot be carried. Thus in Adam Smith’s time the making of pins 
could not advantageously be divided into more than eighteen separate oper¬ 
ations. Yet It may be possible to secure still greater division of managerial 
labor or marketing labor, or more effective utilization of plant or power 
by having a number of productive units, each with optimum efficiency as 
regards division of labor, owned and operated by a single firm. Adam 
Smith’s pm factory, for instance, might have effected a further division of 
labor by having several pin-making units, each one containing all of the 
specialists necessary to the performance of the eighteen operations. 


HOW LARGE MECHANICAL UNITS AFFECT SIZE 

Another technological tendency making for increased size of manufac- 
nng p ants comes from the use of mechanically generated power A 

inefficient for driving machines and inordinately expensive to maintain 
n operate. Imagine, for example, a power plant capable of driving only 

capLlLTa 1 ■ Tu 

P ty, an a plant which would drive twenty such lathes. It also would 
have l,,,er proportional friction to overcom 7 and would consume lie 
per unit of power delivered. There would be little difference in the 
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mcnt mci'cly nuiltiplics the number of function;iries ^\ithout increasing the 
number of functinns-such a development makes for increased efficiency of 
rhe poner plant [ki sc. Beyond this point still greater efficiency often is 
possible by tlic use of various labor-saving contrivances evliich are applicable 
onlv to ver\- large power plants, as, for example, mechanical stokers. 

The specific conditions outlined above are obviated, of course, where 
the power used b\- the plant is furnished by motors which are propelled by 
purchased electric current. But even here greater efficiency and economy 
can be secured from a large motor than from a small one. A one thousand 
horsepower motor is not ten times as costly to build or to buy as one of a 
hundred horsepower. Neither is its expense of installation, wiring, repairing, 
or upkeep ten times as great. Nor does it have ten times as much dead weight 
or friction to overcome. 'The greater economy of using larger quantities of 
electric current is made evident by the preferential rates given to large 
users by power companies. Of course, there aluays arc limits beyond xt hich 
further enlargement of a power plant would result in less rather than gicater 
efficiency and economy. One such limit is set by the immediate and pros¬ 
pective market for the products of the bictory. Another is set by the pie 
... TI.C.-C is cvi.lcncc, h..«cvc,-, ,l,« ,hc s,.c of posver 

plants in actual use by manufacturing concerns is steadily gum mg. ^ 

I'hese plnsical conditions of operating elheiency due to aigc 

the c.mccns ti.etsy es heenttse ''’'V -yy' 

|„ ,cr costs of protltiction. OtI.cr tt.ltstntt.gcs of the stottc It.ntI ttc due to 
he tthihtv .,f huge eooeettts to huy tun.erials, fuel, end other t ttngs n.o, 

lustpiv hv getti'ug the.. ... 

efVeJtieely u... lte,l out. h, the tuttrltettog of thetr ptodua , c« 

eeros e»„ spretui their n.Kertisiog tttttl other costs over a g ca e ^ 

sales, rherc also ate varit.iis eeotlotiiies t.f iiiaiiageiuetlt and o matte . 
,„itlistrtttiot, which ttre avaiitthle to large eotteertts. 

INTEGRATION OF PRODUCTION BY lARGE FIRMS 

■n,e eeottot.ties of scale tlisettssetl tthove ate gettcral it. 
of seide applit ation. Matty large linits enjoy a luio.hi. o t.ui e .j 

.. 

itterly-is Itiiowii as hori/oulal expanstoii. . ,„ ,tcrials or for- 

whet, ... pushes haeltwar.l to \ f„, , ,i..glc 

war,I to .. its own tlistr ; ^ t’, - 

ettternrise to control ..tore anti mote stages b 
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mine to ultimate consumer is known as vertical expansion, or integration. A 
manufacturing concern must buy all of the materials, services, and facilities 
uhich it needs and does not itself produce. Its dependence on others for 
things essential to its operation—as, for example, materials or power—repre¬ 
sents a certain danger to both the profitableness and the productiveness of 
the business. For instance, a shutdown for any cause by one or more of 
the supplying firms may force the concern itself to cease operations; if one 
of the supplying firms merely takes advantage of an opportunity to charge 
exorbitant prices, or is temporarily unable to meet the requirements of the 
concern, the latter may be severely crippled. It is equally true, of course, 
that a manufacturing concern will benefit from being assured of a stable’ 
market for whatever commodities or services it may produce. Such condi¬ 
tions have led, in many fields of manufacturing industry, to a high degree 
of integration within single plants-as well as to combinations of comple¬ 
mentary plants along vertical lines. Thus in woolen factories the sequential 
processes of sorting and cleaning, carding or combing, spinning, weaving, 
fulling, dyeing, and finishing, each of which formerly was done by a sep¬ 
arate and independent establishment, often are combined today in a single 
firm, possibly even under a single roof. ^ 


VARIED PRODUCTS OF SOME LARGE FIRMS 

nm “/ by-products by large plants makes for increased econ- 

oy both because of the value of the by-products themselves and because 
then fabrication enables reduction of prices of major products. An oil re- 

ui, rt a "’r ' ' gasoline, but probably would 

taste the residue of materials. The ability of a large refinery econLically 

to manufacture and market kerosene, lubricating oils, paraffine asphalt em 

causes increased output of these articles and also probably’a Ler’ pro- 

they^renr would"'^' 

Greater economy is achieved in some large plants hv t, ri; • 

of products which involve similar techniques Larrml f f““” 

materials, or can be sold to the same cuLm’ers tLiT T 
men's shirts may find that his material and selling'costs will b'^d^f 

the mechanical efficiency of his plant enhanced he I 

underwear. ’ ^ ^ makes collars and 
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TECHNIQUES AND RESEARCH OF LARGE FIRMS 

On rhc side of rcchniqucs, large concerns often contain M'ithin them¬ 
selves the germs of still greater size. Only a large industrial unit can afford 
to cn'’aoc in the experimentation and research winch give rise to cheapei 
,ncthods^ of making goods. The larger an establishment is, the better able 
and more eager it ordinarily is to use improved productive equipment or 
methods. The United States Steel Corporation, for example, could never 
have developed or have afforded to adopt many of the refinements wine a 
ha\c given it its enormous productive capacity if it had not already been 

lar'm before it brouuhr them into use. 

lust as the introduction of methods expensive to install but economica 

to opc-acc is p.,ss.l,lc „.,lv c, concerns of large si/.e and great hnancial 
non er, it ia by the aelopti.tn of sncit n.ethorls that concerns gn™ even laigcr 
LkI inr.re ponerfni, lo.r exaniple, data prepared l.y tire United States a 
Coinniiasion show rliat it cost, in ipj 9 . SnS'”'."'"' c'tnsttutt an .rv . 
swetl blast fnrnace. The came sonree shows that three cont.nnons nnlIs e r 
liol-rolled steel prodm ts, costing more than }:o,ooo,ooo eae i, wen 
pie,eel in ,9,7. O'lwr esaniples abonnel in ,ecent bns.ness pip'y 
Ihetie resole nulnsrr v piesenis some inteiesrmg ones. I he „d„su,al 
Corporation has a eontinnmis-process spinning plant ss ne 1 is es inia ee 

|,„v cost Sr,. . The ( lelanese Corporation spent J,0,000,000 on 

,o' Iii:,ni,fac,„re an entirely new svnihetlc yarn. When it aniro.inee 
IS revolutionary U XIile liber, in lon^n.aele of raw niatei ials ^ 

coal water air' ami oilier snbstaiices-ihe Dii I’onr (.onipaiiy made ptiblie 

„ pr'oiectc.i plant cvpemlittire of $K,.,000. This, of course, is in a.le ition 

,„',|,e „e,„v millions of dollars which mils, have been spent on lesw 
developing this pro.hict and the inethoels for prodiicmg 11 . I .begin the 
Iinniificiite of iliitoniobiles at Willow' Uitii, 1 kniy Katser nee.led tn exec, 
of $.. 0 , 000 , 000 , alihoi.gh (like other atiion.obile-nialeers) he ptiie uses 
mcroiis comlioneiils from other maniifacliirers. 
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enter particular industries, and operate successfully in them, must possess 
the capital necessary to secure efficient and economical operation. An\ one 
who wishes to do so is free, for example, to enter the business of niamilac- 
turing steel, synthetic textile fibers, or automobiles. But the indications are: 
(i) that these are fields in which efficient operation can be acliieved onlv 
by the large-scale methods that have been descrilicd, or by developnTtnts 
of them; and (2) that any firm using these methods is necessarily a big 
business enterprise. 

COMBINATION IN INDUSTRY 

Just as important as the tendency of single concerns to grow' larger, 
is the tendency toward tying together two or more plants into a single 
enterprise. The operation by one company of several packing plants is an 
illustration of this tendency. Another is the consolidation of an e\})losi\ es 
factory, a textile mill, a cellulose products plant, and a roofing material 
factory—all within a single enterprise. The various industrial establishments 
operated by the United States Steel Corporation, or by the Ford Alotor 
Company, or by any of several large oil companies, or by the General 
Motors Corporation, will occur at once to anyone who is \ersed in 
American industries. Such enterprises are more than large plants; they are 
groups of plants, all owned and managed in common. AMaat has been said 
above concerning the size of individual factories applies to each of the sepa¬ 
rate plants within the enterprise. Yet the unity of operation of all of them 
makes the entire group subject to a single co-ordinated policy and to spe¬ 
cial considerations which cannot apply to single establishments. 

There are, in general, tw'O sets of trends which are apparent in the 
process of consolidation. The common designations applied to them are 
“horizontal combination” and “vertical combination.” Horizontal combina¬ 
tions are those which consist of several establishments which are function¬ 
ally similar, i.e., are engaged in turning out goods or services of the same 
type. A company which operates several packing plants is an example. Bv 
a vertical combination is meant one whose several establishments are func¬ 
tionally dissimilar, but are, all of them, engaged in carrying forward a 
single purpose or set of purposes. A company engaged primarily in turn¬ 
ing out steel products and which facilitates that end by operating coal and 
iron mines, blast furnaces, rolling mills, a railroad, steamship lines, selling 
agencies, and other establishments furnishing various related services and 
facilities, is an example. Some combinations develop along both horizontal 
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and \ crrical lines and so cann(.)t be placed exclusively in either category. 
\nd some few otheis ha\c urown aiiel blanched out in wa\s which do not 
conform to either classiheation. 


ECONOMIES OF HORIZONTAL COMBINATION 

'fhe simpler form of industrial combination is the horizontal. By this 
ananuement \ arious plants e\hieh, if separately owned and managed, would 
l,e emmpetitors of one another, are ow ned in common and operated in ac¬ 
cordance w ith a single polic)'. I'he desire to restrict competition appears to 
have been at least as active an influence making for horizontal combination 
as the possildc savings and enhanced operating eliiciency which could 
result. 'I'his type of combination has, in fact, been the one chiefly involved 
in the “trust movement.” The role of industrial combination in creating 

monopolies w ill be lieatei.1 in the next chaptei. 

d he first and most obvious economies attendant upon horizontal indus¬ 
trial consolidation are the presumably lower material costs which come 
from bu\ ing in large (luantities and the presumably smaller selling costs 
which are derived from the absence of duplication ot selling eflorts. iMany 
of these economies probabU' have been more apparent than real. 

The saving of rross fra^^hls. Ify locating plants in places available to 
difreient divisions of the market, or at dilferent sources of raw materials, 
n.iich cross shipment may lie avoided. Other things being equal, the saving 
of trans|.ortation capacity is a net social gain as well as an operating econ¬ 
omy to the (inns concerned. An illustration of this saving is afforded by 
several of the large packing companies. Although this industry has its 
Inrgest concentration in Chicago (chiefly because of its location and the 
fact that half of the railroad mileage of the United States termmate.s the.e), 
some companies also operate packing platits in 

Worth, Oklahoma City, and other places. Isach of these cities jMts. .. . 
iransportation facilities which link it with parts of the cattle-raising sec¬ 
tions of the West and also give it access to marketing regions. 

The spcrialiuuiou of p/.r/z/.v. I lori/ontal comhination makes it possihl 

for a concern to make various grades of the same commodity, 

,|,e ..f » wi.lc „.nUc-t, .,ul .l,c umc m, t„ >l,v >1. 'C 

[.rules ... its .liircTvn, ,.l»n,s us ,o secure .uaxunum ; , 

t, e u'h rhe i.icsf eciurtiiieul techiiir|Cies ill nuiny itull.stries mil not iicim 
I, .. i, wi,le vanely „f ... svinio.,, n ens,aci¬ 

ni,letnerniee of 0 |ieritiiig elllc iemy. Yet ii siiipc coiiccni " '"‘y'y- 
seel of several plants c an turn out goods of variotis grades or speet ic.i i 


no 



THE TREND TOWARD BIG BUSINESS 272 

without such a sacrifice. The American Steel Hoop Company, hv cii\ itlinL' 
its eighty-odd sizes and varieties among its several plants so that each spe¬ 
cialized in producing a single group or class, clTcctcd important economies. 
The General Motors Corporation is a wcll-kiKJwn comhination of differ¬ 
entiated and specialized establishments wliich produce what are in elleet 
five separate and distinct kinds of automobiles, besides aero-engines, refrig¬ 
erators, Diesel locomotives, and many other articles. 

^ The concentration of Ihictiiations of production in sin;^!c plants. Some 
horizontal combinations are able, under nearly all circumstances, to operate 
at least some of their plants at the rate w Inch most efllcienrU utili/es their 
capacities. Temporary variations of output may be absoilied m cert.nn 
plants which are maintained for that purpose. John .Maurice Clark illus¬ 
trates and comments on this procedure as follows; 

The United States 5 ugar Refining Company conecaurated its fiuetuarions in 
a arge refinery m Brooklyn. The Carnegie Steel Company has a hutre l)\ -produc r 
coke plant at Clairton, near Pittsburgh, which does not suppK- alf the coke the 
company needs in active times, so that it can be kept running at full capaein- 
together with a fleet of towboats and barges which bring down coal from the 
company s mines farther up the Monongahela River. The fluctuations are taken 
care of by beehive coke ovens [less efficient and obsolescentj located nearer the 
mines. Deplorable as it may seem that there should be an\’ beehive ovens I still in 
rhk economical, if they must lie used at all. to use them in 

fiexibility and adaptability of horizontal combinations 

adapt Itself to meet new or changed demands, and at, to anticipate snch 
demands, m ways which ate not available to a one-plant concern^ Perl,,ns 
the most common way of doing this is through the allocation or'reallo 
non of productive facilities. A horizontal combination can reduce its nro 
uction of goods of a certain type or in a certain place, or can cven n ith 
yaw from such production, without retiring from business nr ,1,. i ■ 

Its capital investment. On the other hand such cnmlV • 

parts of its productive capacity, or can direct new capacitl"''™™^^ ''l' 

more^of certain types or grades of goods, or toward'^maki^g new n “es "of 

^ John Maurice Clark, 0^ Ouer/jeji prtf/c tt • 

'9^3, p. 95 - ^ University of Chicago Press. 
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All of rliis nvay be expedited and directed by the central management of 
the combination. It is, of course, evident that such reallocation would not 
be possible to single-plant tirms. A single-plant cnteipiisc must lemain a 
o'oing concern, or^utfer failure, according to the operating possibilities of 
its one plant. It will not voluntarily withdraw because it has no reserve 
forces upon w hiclt to retire, but will, if the market so dictates, die fighting 
n hat may be the inevitable. It is true, of course, that capital resources tend 
to adjust themselves to market trends by withdrawal from unremunerative 
fields and reinvestment in others more favored by the market. But such a 
process is extremely slow and wasteful by comparison to the flexibilitv^ with 
V hich horizontal combinations can adapt themselves to changed conditions. 

This advantage of allocation of resources takes various other special 
forms. One of them is the support which certain of the units within a com¬ 
bination can nivc to other units xvhich are in temporary difficulty, or which 
may promise ultimately to stand on their own feet even though they are 
Mcak for the time being. The separate units are not single sticks; the n hole 
enterprise is rather a bundle of sticks, each of which gives strength to the 
others The support of a constituent plant through its infancy, and until it 
is able to assume responsibilities of its own, is a common practice of hori¬ 
zontal combinations. Because of the hazards n'hich attend the launching of 
a Inisincss enterprise, many lines of production would not be developed as 
rapidly as they arc, if it were not for the sustaining strengffi of horizontal 
combination. In the same way the securing of new or additional capital for 
a particular plant is facilitated by this form of association. It may be secure 
from the consolidated earnings of the combination, or by boriwmg on the 
security of all the assets of the combination. 


the rise of vertical integration 

1 'hc integration of industrial processes already has been discussed in 
,„nncctK>n with large single units. Integration as it occurs in vcrtica com¬ 
binations possesses t!ie same characteristics as in such single plan .• 
however, wider in its scope and in its consequences. 

The specialization of industrial concerns was initiated in the ^ y 
,l,c l,.cl„sfrial llcvcluti,,,. I.y the intn.duct.m, of powa-t 
inaehinery. I’lants l.cgail to engage in only a nauow t''™” 
nroilnctive function and tin,a to form lints m a chain. l>no, Co the use 
::;::;hnaclnncs 0 .c., muler Che handicraft and ;«'’?* 

dnetion-a larger proporcion of the total process of making goot, g ) 

was carried through in a single estahlishmcnt than was tie case a 
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advent of the highly mechanized factory. One student of the disintegration 
.of manufacturing—the division of different stages of a single producti\'e 
process among different enterprises-concludes that it was due to a lack of 
capital resources. There was not sufficient concentration of capital to permit 
single concerns to attempt more than one or a few steps in the production 
of a commodity. 

Another reason may have been a lack of sufficiently large markets. A 
manufacturer of “finished” products then, as now, needed to be able to 
dispose of enormous quantities of goods before it v ould pay him to apply 
the new machine methods to making his materials or his equipment, or fab¬ 
ricating by-products. Whatever the reasons may have been, it remains a 
fact that the beginnings of machine production were accompanied bv a 
separation and segregation of steps in manufacturing goods. Today the 
arrangements of industry have changed. The rise of the corporate form 
and of greatly enlarged credit resources facilitate the assembling of large 
amounts of capital. Improved means of transportation and communication 
and the increasing dependence of people on buying most of the things they 
want-instead of making them for themselves-have created markets of vast 
dimensions. So the growth of machine industry has set in motion forces 
which react upon itself and cause still further growth. These are the forces, 
social, commercial, financial, and technological, which have caused indus¬ 
trial integration and which promise to carry it farther. 


EXAMPLES OF THE SCALE OF INTEGRATION 

^ One or two illustrations of what has been accomplished by inteoration 
through vertical combination may help to make clear the significance of 
this movement. The E. I. Du Pont de Nemours Company is one of the 
argest an most highly integrated industrial corporations in the United 
ates. The company came into existence more than a cenniry ago as a 
manufacturer of gunpowder and has been, almost since its begfnnimr the 
argest maker of explosives in the United States. In addition to a°wide 
variety of explosives, the company has engaged extensively in the manufac 
toe o cellulose products. It also has branched out widefy in 4 e produc 
tion of chemicals and in the making of finished product^ which embody 
he materials it produces. Through the purchase of stock in other corno 

deg^ ofTonl combinations) it has obtained some 

rvices. me Uu Pont Company is the largest single 
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stockholder in the General Motors Corporation and owns an important 
block of stock of the United States Steel Corporation. The total result of 
its operations is a great variety of related and unrelated products. These 
include all manner of explosives, raw chemical preparations, paints, a lacquer 
which has caused great changes in the finishing of automobile bodies and 
other metal products, synthetic textile fibers, dyestuffs, roofing materials, 
substitutes for leather and for ivory, and a number of other goods which are 
in common use. 

A markedly different illustration of industrial integration is afforded 
by the Ford iMotor Company. This concern, unlike the Du Pont Company, 
has a single dominating interest—the making of Ford automobiles. It is true, 
of course, that it turns out other products, such as Fordson tractors and 
Lincoln motorcars, and that it owns other business concerns ranging from 
shoe stordli to railroads. These interests, however, have risen out of the 
business of making Ford automobiles and contribute to that end. The Ford 
organization is so arranged that integration in a vertical direction broadens 
out horizontally at several points as, for example, by the operation of a 
number of assembling plants and several body factories. The history of the 
Ford Motor Company is one of vast expansion both territorially and indus¬ 
trially. Air. Henry Ford has provided a description: 


We have, step by step, gone back to primary sources. We are in the motor 
business and in no other business. Everything that we do gets back to the motor. 
With tlic Ford Motor Company of Canada, there are now a total of eighty-eight 
plants, of which sixty arc in the United States and nventy-eight m foreign coun¬ 
tries. No one plant anywhere makes a complete automobile. Of the plants in the 
United States, twenty-four arc exclusively manufacturing plants and thirty-six 
are assembling or partly manufacturing and partly assembling. 

We are in die following lines of business, every one of which grows out of 
making motors: aeroplanes, coal mining, coke manufacture, by-products manu¬ 
facture, lead mining, iron mining, foundry, .steel manufacture, tool making, ma¬ 
chinery manufacture, car, truck and tractor manufacture, glass manufacture, arti¬ 
ficial leather, copper wire, iMirditc, textiles, batteries and generators, paper, 
cement, automobile bodies, Johanssen gauges, electric power, filtered water, flour, 
motion pictures, hospital, farming and stock raising, radio, printing, photography, 
forging, flax growing, steam turbine, electric locomotives, logging, sawmills, 
i,ody iiarts, dry kilns, wood distillation, products of hydroelectric power, grocery 
stores, shoe stores, clothing stores, butcher shop, railroads, educational, ocean 
transportation, lake transportation, tractors, and automobiles.^ 

' I Icnry I’ord, in collaboration with Sanuicl Crowthcr, Today and Toviorrom), 
Doiiblcdav, !’■ 
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Integration through vertical combination differs only in degree from 
integration within a single productive unit. Yet the difference in degree is 
important. Simply because it does not limit its activities to those which 
might be assembled under a single roof, the Ford Motor Company is able 
to encompass a wider range of functions than would be possible to any one- 
plant concern. Hence there is a further-reaching co-ordination, extending 
back to basic materials and transport rather than including merely a few 
selected final processes. To this extent there is an increased autonomy or 
self-sufficiency and a correspondingly lessened dependence on outside agen¬ 
cies. We seem to be not far from the day when “machines to make machines 
to make machines” will be owned and used by the concerns which employ 
the machines of the third generation. 


BIG BUSINESS AND MONOPOLY 

The ultimate achievement in bigness by any firm is monopoly. Suffi¬ 
cient bigness means monopoly, and monopoly, in turn, makes for large size. 
There are, in general, two classes of monopolies. 

_ Legal monopolies. The first of these classes, legal monopolies, owe 
t eir character to a franchise or other public grant of monopoly privilege. 
A common example is the patent system by which inventors are given by 
aw exclusive rights, within certain periods of years, to produce the articles 
to which the patents apply. The purpose of the patent law is, of course 
to encourage invention. If inventors were not protected in some such way’ 
against losing some or all of the material benefits to be derived from their 
inventions, it is doubtful that great advances in the way of new products 
and improved methods would occur in a system of private business enter- 
prise. Thus the monopoly benefits enjoyed by the holder of a patent may 
be considered the price the community willingly pays for the purpose of 

Another ertremely important type of legal monopoly consists of such 

^thes t companies. Monopolies 

m these fields ex,st by virtue of franchises and special public .r.Z ini 

enterprises commonly are called “natural monopolies ” for thlrlT 
otherer;rtrF;rexl;Mu^Sra 3 Scti^^ effo"t 
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occurs nuion^' ciMvipctino steel companies, milk delivery s'S’stems, cind gro¬ 
cery stores. Ccrraiiily tltcrc can be no categorical dilierence benveen fields 
of industry y itich are natural monopolies and those w hich are not. The 
difference is entircK’ one of degree. i\s regards such concerns as steel mills 
and qroccry stores, however, law and judicial opinion have consistently 
held (except during the period that the National Industrial Recovery Act 
was in effect) that the public interest is best served by their competitive 
operation. In a sense the law solves for us the problem of what is a natuial 
monopoly and what is not by declaring ceitain kinds of enteipiise (the 
streetcar systems, etc., mentioned above) to be natural monopolies, to be 
affected therefore with a public interest, and so to be subject to ceitain 
forms of public rcgularion. Legal monopolies of this type-as exemplified by 
electric utilities—and their regulation will be treated in Chaptei 13. 

Bi/sincss luoiio[whes oi' trusts. It is clear that the desiie for monopoly 
has been a prime motive in the movement toward largcr-scale enterprise. 
Vet whether monopoly is a cause, or an effect, of big business is not the 
most significant issue. The important fact is that there has been a marked 
limitation of competition through the creation of enreipiises laige enough 


to dfiminate certain fields of production. 

VVitlKiut doubt the corporate form of business organization has greatly 
facilitated the movement toward monopoly. This is true not only because 
of the large capital-raising aliilitics of the corporation as compared to other 
forms of business organization, l)ut also because of the ease wuth which the 
corporate form adapts itself to mergers, consolidations, holding companies, 
and other ilevices for limiting competition. It also permits, on account of 
the so-called immortality of corporations, a fairly permanent set of rela¬ 
tionships to be created and maintained among business enterprises through 

such organizations as trade associations. 

In ii legal sense the word “trust” stands for voting trust, a device com¬ 
mon late in the last century for concentrating control of a corporation, or 
of two corporations or more, in the hands of a small number of tru.stecs, 
who were empowered to vote the stock of each corporation as they saw- 
fit More generally, it has come to mean any business formed by combina¬ 
tion or otherwise, which is large enough to exercise some degree of 
ttioriopoly power. 'Thus by “antitrust laws” we mean antimonopoly laws, 
and we speak of the Antitrust Oivision of the Justice Department as tic 
agency charged with the enforcement of these laws. 

Monoholy vs. covil>clitioii. Monopoly is of course the opposite o com- 

... pnKliKcrs. Wc tcul ... think nf ,non..p..ly tts sn.ncthuj^g 

which is I,a,I fnr 1I.C cnnsninct, jnst as c.nipctinnn is s.ippnsctl t.i bench 



piuuLice me amioic output ot Itis industry, yet c.xcrciscs inonopoh' pmi c 
(for instance, by setting prices w hich others ohseiwe) h'ccaiise he is tin 
largest single producer in the industrv. Such cases sliade olT into rliose ii 
which firms merely possess such minor strategic aeh amaues as “unod will,' 
a faemrable location, or a A\ell-known trade-mark. An iiiijiortaur ohjectiAC 
for CA^^ery business enterprise is to secure and maintain such advantages 
Even the limited local monopol)' enjoyed by a newsdealer on a cit\' street 
corner could be cited as an c.vample of such an advantaoe. 

The economics of large-scale production which proi ide one basis for 
the groAAth of big industrial concerns arc phvsical and technolooical. On 
this largeness of operation rests much of Avhatevcr hope avc maA-1ia\-e for 
greater material abundance and greater economic sccuritw The pucstion of 
whether particular practices of big business assist or impede the achieve¬ 
ment of these ends is an urgent one. This question, in its maiiA- aspects ,s 
treated m considerable detail in other parts of this book. The most im¬ 
mediate aspect, monopoly practices and the problems of public polic\' 
M Inch they raise, is considered in the chapter w hicli follows. 



CHAPTER TWELVE 


Monopolies and public policy 


THE PROBLEM PRESENTED BY MONOPOLY 

All business enterprises appear to be in some degree competitive, in 
some degree monopolistic. The business monopolies or trusts discussed m 
this chapter comprise those enterprises which have (through combination 
or otherwise) secured so great a strategic advantage m their respective mar¬ 
kets as to control for practical purposes the price at which them product 
sells.^ If they do not control the whole output of the industry, they control 
at any rate so high a proportion that the remaining producers have little in¬ 
dependent influence on prices. Sometimes monopoly is based on patents, or 
upon the control of some scarce material; sometimes it is sheltered by a pro¬ 
tective tariff; or it may be encouraged by the large scale necessary for eco¬ 
nomical operation. Wherever monopoly situations are deliberately en¬ 
gineered, the purpose is the charging of higher prices and the realization of 
larger profits than would be possible under competition. 

Throughout the history of the United States, the operations of trusts 
as defined above have been considered contrary to public policy and have 
frequently been declared illegal. The English common law, which was taken 
over with many other institutions by the American colonies from the mother 
country, expressly forbade conspiracies to restrain trade, and made agree- 
Ltsfor tL purpose unenforceable. On rhis common-law bas.s as been 
erecred a structure of statutory laws designed to prohibit monopoly or to 
“enforce competition.” Although various states have enacted legislation 

there arc caL in wliich firms-or groups of firnis-concrol the demand for some com 
*:ditr<.t ’etviee. Such coiiltol over demand, as it 1 - applied ,0 demands for labor 
for certain agricultural products, will appear in later chapters. 
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is end, the fact that almost any trust must, by virtue of its very size, en- 
ige in interstate commerce, has caused these state antitrust laws to be 
ineffective. Hence the important laws in this regard have been those 
hich Congress, acting under the authority of the “interstate commerce 
luse” of the Constitution, has enacted. 


IE EARLY TRUST MOVEMENT 

The first monopolies, organized soon after the Civil War, took the 
m of pools. When a pool is organized, the nominal competitors in a 
rticular industry divide on some agreed basis the market for their com- 
)dity, the volume of its output, or the profits made from its sale. The 
chigan Salt Association is an early example. Existing by virtue of in- 
mal understandings, or “gentlemen’s agreements,” the pool was not on 
. whole a very^ effective form of trust. Conflicting interests frequently 
^eloped among its members. Thus art agreement to raise prices by restrict- 
output might be made; but the higher prices were raised, the stronger 
.ame the incentive for individual members to break away. 

More effective as a means of restraining trade was the “voting trust”— 
device whose name eventually became a synonym for monopoly. Hold- 
of stock in competing companies would turn over their shares to trustees 
o voted all the stock, and thus gained complete control of the policies of 
several corporations. The stockholders received “trust certiLates” in 
irn for the shares turned over to the trustees. Several trusts were success- 
y dissolved by common-law actions. New York brought suit against the 
rth River Sugar Refining Company in 1888, and Ohio sued Standard Oil 
Jhio in 1890. In each suit a corporation, rather than the trustees holding 
tock, was the defendant. In each the state government claimed the stock¬ 
ier of a corporation had no right to turn his stock over to trustees In 

ch requiring the trustees to return the stocks 

ch they held to their original owners. The decision of the court was 
3ly that such trusteeships were ultra vires, i.e., that the powers given bv 
to corporations did not include the right to maintain such trusteeships 

SHERMAN ANTITRUST ACT 

First and most famous of the federal antitrust laws the Sherman 4 r 
■me law June a, >890. It is entitled “an act to nromet rai f 

X against unlawful restraints and monoDolv”Tt • 

« of two short sections. The first 
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trcicr, combiiiiition in rlic form of trust or othcrtt isc, or conspirscy, in re¬ 
straint of trade or commerce amone the several states, or tvith foreign na¬ 
tions. IS hereby declared to be illegal.” The second section provides that 
“c\xry person w ho shall monopoli/e, or attempt to monopolize, or combine 
or conspire with anv other person or persons to monopolize, any part of 
the trade or commerce among the several states or with foreign nations, 

shall be guilty of a misdemeanor ...” 

The attempts by the Department of Justice to combat monopoly did 
not at first rcali/c the full potentialities of the .\ct. The first case to come 
before the United States Supreme Court after the passage of the Sherman 
Act was that of United Suites vs. E. C. Knirrbt Cowpany in 1895.^ The 
(lucstion at issue was whether the American Sugar Refining Company could 
acaiuirc four refineries located in Pennsylvania, which acquisition would 
edve the company 90 per cent of the nation's refining business. The Supreme 
Court held that siiyar refinino- s\ as manufacturing and as such was an intra¬ 
state rather than an interstate matter. Ib.r this reason the acquisition of the 
four refineries was held not to involve interstate commerce and hence not 
to violate the Sherman Act. ITis decision of the court followed from the 
fact that the Department of Justice, in prosecuting the knight Company, 
attacked the aciuisirion of properties rather than any act restraining trade 
in the sugar-refining industry. 

I atb ..f tlic Supreme Ouirt dilTercil sleiiply from that ren- 

.Icre.l in the K.iiul.t ease, l-'or instance, in .«99 f'C Adsleston Pipe Com- 
„.,nv seas .lefemlint in a ease inv.dving its riglit to part.e.pate in a niarket- 
!„g p„„l whiel. elcarlv eonstitnted a selling eninl.ination engaged in intei- 
s,.«c eonnneree.s riie'pool seas ordered tlissolvcd and criminal eliarges sverc 
hronght against its pronioters. The tieeisi.tiis in this and later ‘■“g 
shot,e,I the svillingttess of the Sttprett.e Co.irt to reeognt/e 'g, 

Act as a nteasttre for ettforeing eotnpetiii.in. -Restraint of trade dins 
eatite any act or tleviee svitich had the elleet of restraining eoinpctttion. 


INVENTION OF THE HOLDING COMPANY 

.; 


I U.S. I 

I*7C IJ.S. Ill (iKw)- 
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organizers of trusts became more eager than ever to escape the legal conse¬ 
quences of their acts. 

Out of this search for a less vulnerable form of trust organization there 
arose the holding-company device. A holding company is simply a corpora¬ 
tion which owns stock in one or more other corporations. To create a com¬ 
bination of formerly competing companies required merely that one of the 
existing corporations offer its stock to the stockholders of the other com¬ 
panies, at some agreed ratio, in exchange for the stock which they held. A 
common method was to organize a new corporation and to exchange its 
stock for that held by stockholders in the several “operating” companies. 
We should recognize that holding companies may serve purposes which are 
not in themselves monopolistic-as, for example, the creation of “vertical 
combinations.” 

The device of the holding company serves equally well, hoM e\ er, for 
the creation of “horizontal combinations” with strong monopoly powers. 
The great attractiveness of the holding company to the trust organizers has 
been, as Frank W. Taussig remarked, that it “has the advantage for the 
would-be monopolists, of achieving the result and at the same time conceal¬ 
ing It. Besides setting up a system of companies within companies which 
makes responsibility extremely difficult to allocate, the holding-company 
form of organization enables a relatively small corporation to gain control 
over-and thus effectively to monopolize-a very large capital structure in 
subsidiary corporations. But although control of this kind, exerted through 
the ownership of only a part of the stock of subsidiary corporations, L 
been a common feature of railroad, electric-power, and other public-utility 
holding companies, the holding company combinations in the various fields 

of manufacturing industry usually have owned all of the stocks of their 
subsidiaries. 

explicitlv 

thorized by Its charter and by the law under which its charter is issued 
General incorporation laws always have provided for the issuance of char- 

^37 *e corporations thus created to 

carry on specified productive and commercial activities. To oive such lenal 
existence to a corporation for the sole and express purpose thaHrmWi 
own stock in other corporations (without itself being engaged directlv t 
ommerce or manufacturing) was a deviation from L eariier pTncfpl" 

mad! i eh ™ ■r'’" howcTCr was 

mad^ In this country each state has authority to enact Corporation’ law 
and to issue charters under those laws ^ 

business inanyorall ofthesJC “ 



286 


ORGANIZATION AND CONTROL OF PRODUCTION 


CONSOLIDATIONS AND MERGERS 

A simpler form of combinarion is the single giant corporation into 
which formerly competing companies are joined. This form includes the 
' consolidation” and the "merger. A "consolidation usually means foiming 
a new corporation which acquires, chielly through issuing new stock for 
old, direct ow nership of the assets of two or more foimeily sepaiate com¬ 
panies. A “merger” occurs wlicn one existing corporation, by similar meth¬ 
ods, acquires direct ownership of the assets of one or more formerly sep¬ 
arate corporations. 

The earlier trusts tended to become converted into one or the other 
of these more nifidern forms. Thus tlie Standaid Oil Company of New 
Jersey, a holding compan\-, was tlie successor of the earlier voting trust in 
the petroleum industry; riie American Sugar Refining Company, a consoli¬ 
dation, came after the trustee arrangement which was declared illegal m 
the North River Sugar Refining case. New combinations which arose in 
previously competitive industries followed the same lines. The United States 
Steel Corporation (.90.) is a New Jersey holding company; the Interna¬ 
tional Harvester Company (1902) is a consolidation which brought into 
one company, under a New Jersey charter, five formerly competing con¬ 
cerns. In liiiie some of these holding c.mpanies were themselves declared 
illegal. For example, the Northern Securities Company, w hich was incorpo¬ 
rated in New Jersey to hold the stocks of previously competing railrcrads, 
was ordered dissolvai in 1904 as a combinarion in restraint of trade which 

violated the Sherman Act. 


THE SUPREME COURT AND THE "RULE OF REASON" 

Pri.ir «. ini I, iht Supreme Cmirt, in passing imlgnicnt on cases arising 
un.lcr the Sherman Acl, tunk rlie pusirimi (m.talily in tlie Aikl)sti.il 1 ipc 
ease iH.,.,, ami in Hie Nnrllieni Seeiirilies case, i.;u4) that any act nr forii. 
„f „rL.am/.alio,i svliidi liail the cireet of restraining cni«/.c/ili«» "as m ic- 
slnim, of tra.Ie in the meaning of .lie act. linsinessmen anj awyers po.ntei 
a. wearisome lenglli, .hat, ...uler this in.erpretation, ,.// nisiness is ii.o 
O, less in reslrainr of tra.Ie. It Is not possihle, they argi.eil, or ^' g 
enler in.n iransacllons or to negotiate eontrac.s wit lo.n the fUey ^ h 
,0 restrain or limit competition. I lowever, in . 9 .. the Supreme Cotl.t 
came ..lore llesihle in ils ii.terprelalion of the law. 

I„ imiunienis ilissolving the Stamlar.l Oil Co.iipany of New Jelsey 
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the American Tobacco Company, the Supreme Court enunciated a new 
criterion for interpreting the Sherman iVct. This criterion, the famous “rule 
of reason, made it clear that the act applied to combinations which re¬ 
strained competition to an iiHvecisoiiable extent. The business methods and 
practices of the defendants M’ere taken as evidence in determining the rea¬ 
sonableness of competition. 

The “rule of reason’’ served to clarify the Sherman Act. And, as enun¬ 
ciated in 1911, it did not appear to ■weaken the law. On the contrary, it be¬ 
came evident that many existing combinations might be adjudged in re¬ 
straint of tiade. The Standard Oil and American Tobacco cases, therefore, 
gave rise to a large number of other suits against allegedly offending com¬ 
panies. Consent decrees (acceptance by the defendant concerns of terms 
pioposed by the Justice Department) resulted in numerous cases. Impor¬ 
tant suits which were settled through consent decrees were those against 
the American Sugar Refining Company, the International Harvester Com¬ 
pany, and the x\luminum Company of America. 

Among the dissolution suits which came before the Supreme Court in 
this period, the most important was the one brought against the United 
States Steel Corporation. This suit, begun in October 1911, was not de¬ 
cided until March 1920. By this time the official opposition to trusts had 
moderated somewhat. The Steel Corporation had produced goods essential 
to the prosecution of World War I, and had paid large sums in excess profits 
taxes into the federal treasury. Several of its competitors testified that the 
tee Corporation did not unreasonably restrain competition, but that it did 
on the other hand, maintain stability in the industry. Without its conserv¬ 
ing influence, they declared, the steel industry would be ruined by cut¬ 
throat competitive practices. In finding the company not guilty of violating 
Sherman Act, the Court even stated that its dissolution might be ! 
serious detriment to foreign trade.” Thus, as Henry R. Seager remarked 
rule of reason of ,911 became the rule of business expedieLy of 1920.’’ 

THE CLAYTON ANTITRUST ACT 

.•A— 

q ate administration of the antitrust laws, Congress nassed in r 

•• 

ert bm-erf'7^ (') price discriminations amonp; differ 

ent buyers of a commod.tj, (a) -tying contracts,- which obligLd^h; 
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buv<^i' of ^ commovlitv to buv, from the s^mc pioducei oi seilei'i othci com¬ 
modities or m.iterials to use with the original commodity (as typewriter 
ribbons, phonograph records, etc.); (3) acquisition by a corporation of 
more than hnnted amounts of stock in another coipoiation; (4) inteilock- 
inf4 directorates in cases in Mhich corporations of more than 11,000,000 
capital were involved, l ach of these prohibitions, however, was qualified 
bv the phrase, “w here the elTect w ill be to substantially lessen competition 
or tend to create a monopoly.” 

The Clayton Act declared further that violation of the antitrust laws 
by a corporation also constitutes violation by individual directors, officers, 
or agents of the corporation who have authorized or committed the acts 
constituting such \ iolation, rendering them individually liable to the penal¬ 
ties of the Sherman Act. The act also declared that “the labor of a human 
being is not a commodity or article of commerce,” and that nonprofit-seek¬ 
ing Lociarions of laborers or agriculturists should not be “held or con¬ 
strued to be illegal conspiracies in restraint of trade, under the anti-trust 
laws.” This clause was designed to confer upon labor unions and farmers’ 
organizations a general immunity from prosecution as monopolies. 


THE FEDERAL TRADE COMMISSION 

Tlic Federal I'rade Commission Act, unlike the Clayton Act, is pic- 
ventive rather than penal. The Act created a k'cdcral Trade Commission 
uf five members. 'Fhe commission w-as charged to determine whether the 
nctsmf business concerns engaged in interstate commerce were in violation 
„f the antitrust laws, and so detrimental to the public interest. By this pro¬ 
vision, the act specifically places interstate business activities, and the prac¬ 
tices associated therewith, under the jurisdiction of Congress. This wars an 
entirely new principle so far as forms of enterprise other than common car- 

riers were concerned. ... >’ 1»» 

The act declared “unfair methods of competition in commeice to i 

unlawful, •n.u I'TC was c.puw caul tu prevent ur r„ put an end to stiel. 
lueiHods l.y serving c.unplainis, holding hearings, and .sstung mdcis 
to ,iiseon.in..e the practices complained of. The comnussum was given 
power, in the event lliat such an order was not obeyed, to apply to a cnci 
court of appeals for an injunction. Pel-sons and corporation.s allcctcd by . 

order of the .. mission also might apply for relief to a Circuit mil 

Appeals. These courts might alTlriii, modify, or annul orders issued by 

cfinmiission. 
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The purpose of the Federal Trade Commission Act was to prevent vio¬ 
lations, rather than to punish violators, of the antitrust laws. The commis¬ 
sion, in certain cases in which questions w'cre referred to it by business con¬ 
cerns, ga\ e opinions as to whether specific business practices might be en¬ 
gaged in \\ ithout danger of violating the law. This Avas designed to aid in 
remoA ing some of the uncertainties of businessmen at the same time as it 
guarded the Liaa's against infringement. During recent years the commis¬ 
sion’s Avork has been concerned less and less with enforcement of the anti¬ 
trust laAAS, and more and more Avith the arbitration of disputes betAveen 
competitors concerning matters of fair trade practice. 


DECLINE OF THE ANTITRUST MOVEMENT IN THE 1920'S 

The failure of the Department of Justice to secure the dissolution of 
t e United States Steel Corporation in 1920 marks the beginning of a period 
during which few if any efforts were made to enforce the Sherman Act 
Prosecutions dealing with a number of special practices were instituted and 
some of the practices complained about were held to be illegal. The most 
notable of these decisions, rendered in 1924, concerned the peculiar system 
of pricing steel known as Pittsburgh-plus. It had become the practice of 
steel companies to charge a delivered price for steel products equal to the 

Lfp'l'’ Pittsburgh. Thus, for example, the Colo- 

ado Fuel and Iron Company might sell Colorado-made steel to a buyer in 
Denver adding to the hst price the freight from Pittsburgh. The pLeral 

and vio- 

For the time being no further efforts were made to dissolve major cor¬ 
porations on the ground that they were restraining trade through exercise 
monopoly power. The reasons for this moderalon-some have X 
b Cltu ard„ess-on the part of the government in enforcing the Sherman nd 
other antimonopoly statutes is not far to seek. Certainfy “tX™ „ 1 
sense either of individual enterprises or of associations of firms which con 
trolled a large enough proportion of the outnut of tbel. - a 

prices above the competitive level if they wished so to do"X “ T7 
IS possible that they refrained from makintr use of * • ’ ' ™sted. It 

through fear of further prosecutions. We fannot kno 

the next fifteen vears nn rra.' ei- i know definitely. But for 

mainly to a different set of factors'.'” 

■/» the mmer ef US. Steel Cerp., 8 FTC i 



290 


ORGANIZATION AND CONTROL OF PRODUCTION 


In the first plncc. under the Republiean administrations of Presidents 
Ci(inlid<_;e and Ihnixer, official Washington was committed to the view that 
husinc'-s shdtild he iiiterfercd w ith as little as possible, lor some years at any 
rate this \ iew appeared to be \ indicatcd b\' prosperous trade, good employ¬ 
ment opportunities, and risinif profits and wages. In the second place, from 
19:0 onwarels the cost of lit'ing—that is, the prices of the gf)ods and services 
which consumers bu\—declined almost continuously, pjusiness, however 
much It mitiht still in fact be shot through w ith monopolies or ncar-monopo- 
lies, could claim diirino these wars that the consumer was being benefited, 
that the fruits of technical progress were being wideh’ distributed, that the 
prices of consumers ooods w ere contintialK’ being lowereil. Public opinion 
was coiwinced or lulled into ac(|uiescence. Abo\e all, business was prosper¬ 
ous anti it would be too bail to rock the boat. Cio\’ernment rcccucd little 
Stimulus, therefore, from consumer organi/ations or newspaper editorials in 
the direction of “trust-busting. ’ 


ANTITRUST POLICY DURING THE GREAT DEPRESSION 

I he Ciieat Depression, ushered in b\’ 19^0, was accompanictl by tf ftH" 
ther and more rapid fall in prices. 15 y now the consumer might be out of a 
]ob. I’lit, if he still haei an income to spend, he was receiving a benefit in the 
form of still low er prices. There was, as the depression advanced, a declin¬ 
ing incentive for the consumer to cotnplain of exploitation by monopolies 
w Inch overcharged for their products. The emphasis had shifted. Jobs, sc- 
curity, and the restoration of bitsiness profits had now become the niajoi 

coticern of goxernmetit atui juiblic alike. 

When Ih esidetit Roosevelt entered the White I louse iti March 1933 the 
(.leaf Depression probably had touched bottotn. d'he distress cau.sed by the 
slow paralysis of industry duritig the }u-eceding three years and the en¬ 
forced idleness of many millions of workers, w ho had not previously known 
unemployment, was aggravated by the tetnporary collapse of the banking 
svstein Something had go.te seriottsly wrong witli market processes. 1 ubUe 
.ipmioti was prepared for far-reaching changes. That the ttat.on's troubles 
were due to trusts and cotni.ines, or that the way oitt lay tti stricter enfoiec- 
ment of the Sherman Act, was far from people’s thoughts. Somet iing vac 
happened seriously to impair business confidence, but theic appeatec no 
,T;,s„n 10 l;.y iIk' l.lnnic »( llic .l.,..r ,.1 ■,mn„|mly. At titis itinctuic, 

It.isii.c'. fv™ l...si,iBs-.t,p|..tyiitly yotiUI it..f Jt. tutgl' fc 

iKlp. Thf t.f lltc Sl,c-n.»m Aft its cnf,.rcci..cl.l wtts tl.cit- 

fore Dtished even further into the background. 
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Prices were low—in the case of some commodities at all-time lows—but 
this meant that profits had in many cases been wiped out. Some enterprises 
stayed in business only in order to keep their organizations together in the 
hope of better times. Evidently it was the turn of producers-manufacturcrs 
and farmers-to complain. And what producers wanted above all else were 
higher selling prices for their products. To argue that the slump had been 
caused by low prices and that prosperity would return if prices could be 
raised again-what could be more natural? Proposals of wavs to cause prices 
to rise, crackpot or otherwise, tended to win favorable attention from this 
group or that in business or in government. 

THE PERIOD OF "INDUSTRIAL SELF-GOVERNMENT" 

The National Industrial Recovery Act (NIRA), approved |„ne ,4 ,0,, 
was directed toward raising prices. The outcome of a someti hat con,plicated 
po meal bargain, this act (in its famous Section ^^) granted important rights 
to organized labor which will be described in a later chapter. Gut the provi¬ 
sions from which It derives its name were concerned with price-raisino and 
were embodied in a system of “codes of fair competition” prepared foi and 
by the various .yustries. A code authority in each industry-,isually an ev- 
sting or specially constituted trade association-was to prescribe minimum 

Z; the'^r “ "“'Z ri,e in- 

du try. The codes were to be approved by the Administration before beinv 

pu into force, and elaborate arrangements were made to secure compliance^ 

Before the act was finally declared unconstitutional in 1935, some 700 codes' 

embracing almost all types of industrial activity, had been put into effect ’ 

The Ideas embodied in NIRA had already had a fairly lono history'in 

connection with the notion of “self-government” for induLy.Te “hn 

uredZlrZor™""’^'’^'' I'ad'^bfen 

History is littered with?ompLm:s\L““rpe^J^oZ * 

this kind by industrialists had been prohibited by V 

fact had these claims been listened m '933 in 

of a desire for monopoly power. The f'''' evidence 

at that late time is to be explained wholly by'the " 

general and their inability to provide emnlov ^ Producers in 

bers of employees. ^ employment for their customary num- 
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THE OBJECTIVES OF NIRA 

The act as a whole was, as has already been suggested, an elaborate com¬ 
promise. Yet it Avould be going too far to maintain that its provisions were 
wholly the result of expediency, or to deny that any attempt whatever was 
made to base them upon economic principle. No consistent defense of the 
act was made, nor adequate account of the theory underlying it given, at 
the time of its passage during the crowded summer days of 1933, and its 
underlying philosophy is still a matter of acute controversy. We shall not 
go far wrong, however, if we single out two considerations which were 
certainly present in the minds of some at least of its proponents. There was, 
in the first place, a desire to increase payrolls and so to stimulate consumers’ 
purchases. Since the realization of such an aim must at the same time in¬ 
crease costs in some measure, this scarcely seems an effective means of turn¬ 
ing losses into profits on any wide front. Whether the code provisions of 
NIRA were or were not well adapted to stimulate business recovery by 
increasing consumers’ purchasing power is an aspect of the matter which 
lies outside our present scope and will not be further discussed here. 

The other consideration which clearly seems to have played a part in 
the inception of the act is directly related to monopoly. It already has been 
pointed out that the low level of economic activity and the prevalence of 
unemployment in 1932 and 1933 was generally associated in the public 
mind with the heavy fall in commodity prices which had taken place since 
1929, and that the sovereign remedy for this state of affairs was commonly 
believed to lie in a return of prices to their former level-or at any rate a 
movement in that direction. Moreover the low level of prices appeared often 
to be due to price-cutting by financially weak sellers, or—in some cases— 
by exceptionally efficient producers who could undersell their rivals with¬ 
out themselves incurring losses. If this price-cutting could be prevented, if 
prices could be pegged at a level which would make production profitable 
even for the less favorably situated enterprises in an industry, the object- 
so it secmcd-would have been achieved. But this involved price-fixing by 
some authority—the code authority. If this was criticized as instituting for 
all practical purposes a systein of monopolies throughout industry, the reply 
was made that prices would be raised only to a “reasonable” level, and that 
the whole scheme was in any case subject to governmental supervision. Fur¬ 
thermore, it was provided that the codes were “not to permit monopolies. 
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and if they nevertheless did so (which seemed to many to be inevitable), 
the President was not to approve them. 


THE PROBLEMS RAISED BY NIRA 

^ At the same time the act specifically provided that actions taken by 
businessmen under the codes “shall be exempt from the provisions of the 
anti-trust'laws of the United States.” Which M'ould have more effect, the 
Presidential power to veto codes that were monopolistic in tendency, or the 
pneral absolution granted to infringements of the antitrust laws? The first 
involved a thorough and continuous use of administrative investigation and 
discretion if it was to be an effective check. The second rcpcafed for all 
practical purposes a penal statute which for forty years had been rerrarded 
as a bulwark against the use of monopoly power. 

In 1934, after the event, a board of investigation, set up to study and 
report on the relations of the NIRA to the public interest, reported that its 
net efcet had m fact been a notable stimulus to monopoly in a large number 

intention of the act had been to raise prices 
(this had never been expressly stated) it had eertainly not prevented such 
a result. Durmg .,33 (even before the act was passed) and'^during ,934 a 
te nse in piiees and recovery in business activity took place Propo 
nents have not been wanting who have claimed that this restdt was due^in 
urge measure to the act, whether or not monopolistic action by producers 
w also encouraged. We may concede that in the conditions oVthat^e 

in r r'" ‘"’PossiWe 'vithont a rise 

questions also we are not here concerned*”''* 

HOW NIRA FOSTERED MONOPOLY 

effect of the National IndnstrW Recovery ^at the 

was to foster monopoly. The aeent in thk ’ “perative, 

Pany. or other combine, but L 7 “ 

in an indust^ .ready had formed sncb7 Z if^t 
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t 1 nc\\' ’'■soci.itu'ns 

were formed. Now clothe ^ pow er:- <'t per- 

,ive ,pp.ov.i, as cKic ''Pi;;:;:,...ctf 

siinslon nml sonictimcs of conipo sm ^ cxliiliic o "Muc c.iglc 

co.iipulsory, but conformers were publicizcJ th,« mmy 

nn their mcrehandire. Tiis ^ \,\cstiny. 

producets found they cotdd not scU the 

The meens by which monopolv ^ „d 

but all tended in the same direction. authotity. In most 

minimum prices fixed 3Pjp „ s„me ideal “cost of ptodue- 

tion plus fair bv some independent agency: the code 

unless in practice it is interprete ^ possibly m the sense 

authority did ,,cher than any single producer. It 

that it represented the ent inrerests of the industry 

was bound to -n-lt .;hat it concen edj^^ 

rather than of the public • ‘ r ' .mgrate In a few industries, such 

use of monopoly power. ^ ^ ,p„„gh the con- 

Monopoly can attain its o ) ^P^ regulation of output. The 

trol of prices, but ^ Jp„d „t control was the case of 

most striking example of this la ..bootleg"-copper ap- 

copper. Both “blue eagle and n ^P3„„d 

peared on the market, according j,„pper. In some of the 

the output “ 337estriae^ indirectly through control of the 

textile industries output was rest 

hours of plant operation. ^edifications had been made in tte 

By the summer of i 934 V ^ protests. 

administration of NIRA. T indeed on the statute book, 

Where were the antitrust law . ? And what industr>^ had not 

but they did not apply to co^ .jPe protests, which 

been codified during t e p “ consumer organizations w ic 

gathered volume, came from businessmen who protested 

Lw complained of ;7i„ „,bct ways the codes were 

S "het“.. By .,,5 radical revision of the act was m pt 





IY\UINWrVLic^ 

:t, when the Supreme Court in the Schechter case declared the entire 
le-making structure unconstitutionald By a stroke of the pen t le w o e 
ly of traditional antitrust law was restored to full operation. 

E EXPERIENCE WITH "INDUSTRIAL SELF-GOVERNMENT" 

The importance of NIRA today lies only to a minor extent in the Icpcy 
lich it has left behind. The essential features of the collective bargaining 
use (Section 7A) were re-enacted in the National Labor Relations 
/agner) Act, but the remainder of the NIRA disappeared entirely with 
; Supreme Court’s decision. To some extent the interest which the codes 
msed in businessmen in the subject of trade associations has persisted. To 
ne extent also the passage of the Robinson-Patman and Alillei-Tydings 
:ts (which are described below) may be regarded as attempts to salvage 
)m the NIRA some of its provisions regulating trade practices. But the 
lin interest of the entire episode lies elsew'here. Its history furnishes a 
narkable example, which can be only incompletely paralleled in Great 
itain and other countries, of the lengths to w^hich statesmen can be in- 
:ced to go in times of emergency in granting powders of monopoly— 
•wers which some would argue are merely another kind of special privi- 
Te. It furnishes also an example of the confusions so often inherent in the 
e of words. Business demanded “self-government in industry,” but what 
took was an installment of monopoly power. One student of NIRA sums 
) the experiment as follows: 

Business managers . . . had broadened the basis of their calculation of profit 
compass the interests of each industry as a group, but no further. They w^ere 
:ginning to resemble very closely in their policies the craft guilds of the middle 
es. This measure of concenttation, however, possesses neither the merits of the 
ide distribution of authority implied in free competition nor those of its com- 
ete concentration in the state.^ 

ECENT PHASES OF ANTITRUST POLICY 

With the decision of the Supreme Court in the Schechter case the 
IIRA experiment came to an ignominious end, and the antitrust laws from 
le Sherman Act down returned fully into force. A fresh, and in some ways 

117 .S. vs. Schechter Poultry Corp. et al, 55 Supreme Court 844 (1935). The Su- 
reme Court held that the act attempted an unconstitutional delegation of legislative 
ower. 

2 A. R. Bums, The Decline of Competition, McGraw-Hill, 1936, p. 519. 
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novel, campaign ((.)r rlunr enforcement Mas undertaken by the Department 
of Justice under rlic direction of Thurman Arnold, Assistant Attorney 
General in charge of the Antitrust Division from 1938 to 1943. With in¬ 
creased appropriations, the division reversed its previous policy of tvaiting 
for complaints from the public, or the results of inquiries by the Federal 
Trade Commission, and proceeded to do much of its own investigating. 
Public support for the division's activities was enhanced by evidence sub¬ 
mitted during 1939 and 1940 to the Temporary National Economic Com¬ 
mittee, M hose hearings furnished abundant evidence that monopoly was still 
as serious a problcnras it ever had been. A close observer has summed up 
Arnold’s methods as follows; 


Even at the risk of alarming his quarry and facilitating its escape, he an¬ 
nounced in advance tlie types of business activity which were to be prosecuted. 
To make violation of the law hazardous he usually proceeded by criminal in¬ 
dictment instead of civil suit. To enable his staff to cover more ground and to 
avoid the delavs of trial, he encouraged the termination of cases by payment of 
fines without formal guilty pleas and by the acceptance of consent decrees de- 
simicd to safe^uard the public interest in the future. The habitual indictment of 
violators became evidence of a strong enforcement policy, while the termination 
of most cases by decree mollified those groups which resented the use of the 

criminal process against business men.' 

The me,St i„,n..rln..t eitcl succcssliil pmsccutiens instituted by the Anti¬ 
trust Division during this period concerned the altusc of the [yent .i«s. 
,\hny protnittent A.nerican linns, enjoying pate.tt protection at home, were 
founti to have tlivide.l world tuarlcets witi, their foreign competitors Such 
arrangeiiients resen,I,led the pools of the early trust movement in the Unity 
States; internationally they are linowii as cartels. The situation was gieaty 
coiiiplicaled by the fact that many of the patents mentioned originated 
Oermany but concerned products vital to American defense. It now seems 
.eitain that, in some cases a, least, the (iernians, tleying to g'™' 

triiicallv imporlant military items from being produced outside Geimaiy, 
successfully persuatled the American linns coiiccrny to restrict the , eve - 
,„„„ent of llie Cennan processes in this country. In return the Anieiie., 
(irms received exclusive licenses, .selling agencies, anel other coneessio 
from iheir (ierinat, partners. T he Department of Justice ha,I little dill.culty 
in throwing open many important patents through court orders fol c< 

. Oirwii, 1). n.lwat.ls, •• riiutMii,,, Atm.. the Antitrust Uws." IWitiMl Srioir, 

(Juaricrly, Scpltinbcr 1943, |>. . 34 ^- 
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pulsory licensing. The most important cases related to optical instruments^ 
magnesium,- synthetic rubber and high-octane gasoline.® 

Other prosecutions were instituted during this period against rings in 
the manufacture of building materials and in the construction industry. 
Thus price-fixing agreements in plumbing equipment and lumber were 
declared illegal. With respect to the construction industry itself, the De¬ 
partment of Justice was less successful. It was found that building costs had 
been inflated by a variety of practices preventing improvements of method, 
compelling the hiring of unnecessary labor, limiting the kind of work to 
be performed by individual craftsmen, etc. These restraints were commonly 
enforced through agreements between labor unions and building con¬ 
tractors. Hence unions had to be cited as defendants. In US. vs. Hutcheson 
the Supreme Court ruled that the immunity conferred by the Clayton Act 
prevents the successful conviction of union officials unless a conspiracy 
with employers can be conclusively shown. Such conspiracies have been 
found very difficult to establish. 

In conclusion we may observe that, in setting policies for disposal of 
wartime assets, the federal government was able to exercise in many cases 
a significant influence upon the degree of monopoly in American industry. 
Congress saw this opportunity and required, in the Surplus Property Act 
of 1944, that where possible assets be disposed of in a manner to foster 
competition rather »than the reverse. 

The problem may be illustrated with reference to the important case 
of the aluminum industry. In 1940 the Aluminum Corporation of America 
owned 100 per cent of this country’s aluminum ingot capacity; by 1945 
new government-owned plants had more than doubled the capadty of the 
industry, and capacity owned by Alcoa had become less than half of the 
whole. Here, apparently, was an opportunity to introduce competition into 
the aluminum industry; let the government plants be sold to others than 
Alcoa. Yet formidable barriers stood in the way. Most of the government 
plants had been built and were in fact operated during the war by Alcoa 
personnel; apparently Alcoa, almost alone, possessed the management, the 
technical know-how, the patent rights and the marketing connections neces- 


vs. Bausch and Lomh Optical Co., CivH No. 9-404 (S.D.NY Tulv 8 lo.o^ 
The German firm was Zeiss. ^ jmy », 1940). 

^U.S vs. Aluminum Corporation of America, Civil No iS-.i fSDNY 
dec:.e Ap„| The German fi™ Q, KarbenLuatlie ' 

t/.A. vs. Standard Oil Company of New Jersey Tlvil xr.. /ta xt t 
1942)-. The German firm was I. G. Farbenindustrie ’ • 2091 ( . .J., March 25, 

*31217.8.219(1941). 
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sarv for the successful operation of the plants in peacetime. In fact one, and 
oniv one, serious competitor had appeared. This teas Reynolds Metals Com¬ 
pany, lono a fabricator of aluminum, yhich first began to produce its own 
raw metal, and broke Alcoa's stranglehold over aluminum reduction, m 
1041. Reynolds has bought some of the government plants: for others, 
Alcoa was the only bidder. At the time this is written, Alcoa, which pro¬ 
duced in its own or in government plants nine-tenths of wartime aluminum, 
still owns about four-fifths of the caoacity for nroducing the raw metal. 


FEDERAL CONTROL OF COMPETITION 

Lcrislativc restraints imposed upon business ptaetices cover a consider¬ 
ably wUer field than tite tnere control of monopoly. Thus the Clayton 
Anritrust Act of . 9,4 p.oh,hired various fonns of price discr.m,natron artd 
■■tying contracts.” These pr'ohibitions wer'e intended to prevent tvhat dre 
law regards as an urrfair bar-gaining advantage from berng press d home 
l^^ch ictices rniglrt lead trrward monopoly, or they rnrght merely enrage 
mpetrnms, srrppll-s, or ctrstrrrners. In sneh cases trnfairraess trr cornpetrto.s 

ofter'r was rnrreh mor-e apparerrt than any 

Indeed the rnaj.rr part of the actrvrtres rrf the I'cdera Trade Comm s 

Sion in recent years has had little to do with monopoly, although the eo - 
■s of e’rrrrrse also charged with enforcing the arltrtrrrst lavs. Under 

f(,rcemcnr of the antitrust laws. 


THE ROBINSON-PATMAN ACT 

Orragress, trro, s'eems ,0 have shifted its 

for the two most RobinsI-lCman and Millcr-Tydings 

control of business in gc . practices and have only slight 

Acts-nre concerned pimiany ^R^ginson-Patimn Act of ml 

bearing upon the monopoly prolilcni. 1 he Koii.ns 
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reaffirms and extends those provisions of the Clayton Act of 1914 w liich 
deal with price discrimination. Under the Clayton Act, it will be remem¬ 
bered, producers were prohibited from discriminating among their cus¬ 
tomers, i.e., charging less to one customer than to another for an identical 
product. Under the Robinson-Patman Act the producer is charged with the 
further responsibility of seeing that these customers do nor discriminate 
among their customers on resale. For example, if a manufacturer know int;l_\- 
sells to a wholesaler who discriminates among his retailer customers, the 
manufacturer now becomes liable to prosecution equallv' w ith the w hole- 
saler. This is an evident tightening-up of the law, and ma\- concei\ably 
hinder monopoly in cases in evhich discrimination is used to promote it. Hut 
mainly it represents an effort by the federal government to promote fair¬ 
ness in competition by equalizing bargaining power anionic enterprises of 
different size. 


The Robinson-Patman Act also contains a more thorounh definition of 
what constitutes discrimination than did the Clayton Act. Just how must 
two shipments differ in order that they may be differently priced without 
incurring a charge of discrimination? Under the law as it now stands dif¬ 
ferent prices may be charged if the shipments differ in quality, in selling 
costs, in transport costs, or in terms of delivery. Such differences in prices, 
at least, do not constitute discrimination. On the other hand quantity dis- 
counts-always a source of controversy-are now' subject to regulation by 
the Federal Trade Commission, which may set, in an\' individual case, a 
maximum size of shipment in excess of which no further rebates ma\- be 
granted. This provision means that the commission can, if it chooses, set a 
limit to the advantages to be realized through bulk buvimr (for example) 

by chain stores. The commission, however, has not thus f^ interpreted its 
mandate in this sense. ^ 


The Robinson-Patman Act has had the incidental result of further 
untomining the legality of basing-point systems. The Corn Products Re¬ 
fining Company manufactures glucose in Chicago and Kansas Citv but used 
to insist on quoting delivered prices on the basis of distance from Chicago 
W« em candy-makers, who bought their glucose from Kansas Citv, but 
had to pay as if it had come from Chicago, complained bitterly. In 19,5 
Supreme Court decided such “phantom freight charges" inralved is- 
c_on within the meaning of the Robinson-Patman Act, and or¬ 
dered the company to dehver Kansas City glucose at prices covering freight 
from Kansas Qty, and not from Chicago.* “ ° 

•c«, froiucu Rennin, Co. vs. Fe*™/ Troie Corots,ioo, 3., U.S. ,16 (.,3;). 
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THE MILLER-TYDINGS ACT 

The sccoiul of the statutes that have been mentioned represents a re- 
rurn tt) the principles of N'lRA. One of the many things demanded of, and 
to some extent granted by, code administrators xvas the right to fix minimum 
V holcsale and retail margins in handling goods. In 193 3 this practice was 
defended as a price-raising device, and it has been advocated ever since by 
certain oroups (especially the smaller retailers) as a bulwark against price- 
ctittinu^md “destructive” competition. The common-law doctrine of rc- 
straint^of trade (upon vhich the Sherman Act itself is based) renders con¬ 
tracts which call for a minimum resale price unenforceable in most circum¬ 
stances But there is nothing to prevent such a situation from being altered 
by statute. In fact, beginning with California, practically all the states now 
h^vc laws which legal,/w such contracts.- On the other hand, these acts do 
not cover contract; in interstate commerce, and the National Association 
„f Druggists nnc, other Interested trade associat.on, 

pressed fur a federal lasv. Tire result er as the passage in 1937 of the Mills - 
I vdin.'s Act trhich reniuves from the irpcratiun of the antitrust Ians al 
e,inrrahs ealhng for a niinl.nun, resale price whieh are valid tinder the la,vs 

of the state in which resale is elTectcd. 

This legislation, tvhieh clearly does nothing to 
„,,sr fires rvas favore.l hv many inanufacrnrers in the 1.^,1 hat sal 
of hrantled (and especially of nationally advertised) ; 

m ice set hv the iiiannfactiirer destroyed the good rvill rvhieh c | ) 
it the oiililic Yet ttot all iitantifacttirers, even of Itraitded goots, tar 
" ' t e t t v rs given thettt. The legislation teas sttpported even 

In.,epeit.tnt re,ailers on the ... that ottly large stores 

anti chains c.tthl allor.l lo “cut prices," and that ''''(-"I-"'";;:; 
severelv Wherever a iiiaitnfacrtirer cltot.ses to sell his goods on a coitti,tc 

Tf Htfldittl he can sue any retailer . : i::;:'::; 

lied and ol.taiil damages. In some states tetaileis rt to cut pi c 

|,„ their rivals who tlo not tlo so. Itttleed, in dVyonting the pnteti h, 

iieen inatle a criitte .1 tttay he hrottght to the 

... I '-' I |'.v)!r:tl'Vr‘.dc 0,ttttt,ission atld 

islatiun togftlicr, was opposed boll, by tlic 1 

1 |>erlKi|.s ilu- most riimons of ilas^' inv.ilving wsalc 

I„ forty-five .sUiivs hiul cmicUT " h Missm.ri, VcnnoiU. and 

„„i,„,„imce were still iincnforccahlc, Inmuu, 

the District of Columbia. 
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by President l^oosevelr, but its ;in;K liiiieiii ;is a rule]' lo an :i|i|iisi|.i ^ i- 
bill for the District of (iolunibin saved it Iroiii vci'i. Aiimii-j il,e prudi:' 
which it mainly allects are hooks, dines, jiaekaeed fond-, liijnoi-. le 
aasolinc. 

Opposition to the A liller-'I'v dines \vr and iis iiiinioev le<;i ImAn h.i 
centered in its ellcet on the cost ol livme and on ili,, ieiii \ e, i e 

distribution. J hese arc, ol coui'se, two dillerein aspevi\ ul ibe ime on. 

tion. I'or a rise in the price ol branded ineio I landise i. .r ii . laiinu o. d*. 
dine) means that the consumei' pavs more, while die ki ii!u' bn lio!^ n .. 
dec to improve his merchamlisine meihoiK. Wiili ihe dm"i r <.r jn i; , 
cutting removed, retail margins liave on ihe wlmle lunied o. him, - , . \ 
vuarantceil gross prolir on each ariivle sold miebi be espeMid o, |. o' 

:he multiplication of small ami inellicieni reiail oinleis, nune .n' mim; oi¬ 
ls much business as the\' might bur all manaeine lo Jm- mih ,i In, m.-, \\ le , 
ittle direct evidence on this point has so far been inlkoied. a il oo .o 
he kind indicated is probaldv in proeress. Aleanwhik die Lii'-^r md na.io 
ifficient stores, which can make pmlits on a muc h lower iii ii'oin dian di 'i 
vhich the manufacturer prescribes, have tended, especiallv in die drm- md 
iquor fields, to develop brands of their own which tbev can sj| i',,!- iJ hide 

•s they choo.sc. In its final report, the Temporarv N’ational l eMm.inie ( ..m- 

nittee recommended, although not unanimmislv , that the Alillei'-Id din-'s 
Act be repealed. 


lESULTS OF THE ANTITRUST LAWS 

In 1927 the Sup.-cme Onirt ilccC.rcd; . . «l„ret ei- dliiVrence , 
pinions there may be among economists as to the social and se oiiomm j, 
irability of an unrestrained competitice system, it cannot !,e tioulaed ili 
he Sherman Lay and the judicial decisions interpreting ir arc base,! nn„ 
he assumption that the public interest is best protected from the enl, , 
lonopoly and price control by the maintenance of competirioi, - - I Ir 
lonopoly or near-monopoly is, if tmchccltcd, a source of artilicial searcirs 
■e may agree. That yhen monopolistic poster is excrcisctl the melt mn 
f consumers pay more for schat they buy than thes- yambi dthent i, 
uve to do, appears undeniable, Moreoycr, the cs kIcucc is os erst lielmut 
y monopolistic organizations have at times oppresscti imiependent Im,; 
essmen by methods svhich could not, on any grot,mis, be called fair Thes 
lets are the justification of the antitrust lasts. .\ml yet the results of liftt 
^ U.S. + _ 1 __ _ 
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\’cars of rhis Icjislarion cannor be called sadsfactorv. The present Justice 
Inckson. w ho w hilc Assistant Attorney General of the United States was in 
charge of antitrust violations, summed up the case as follows: 

A half century of experience has been so inconclusive and uninstructive 
that business today docs not know what policy it wants the government to pur¬ 
sue. A part of the business world \ igorously demands laws to protect, preserve, 
and extend competition. Another part complains of the effects of too vigorous 
competition w hich it is the purpose of our laws to maintain. Most men who 
come to the Department of Justice, complaining of someone else's price-fixing, 
imphirc us to tell them how to “stabilize" their own industry, which is a polite 
rerm for restraining of competition that they find it difficult to meet. Business 
men disagree violently whether it is too much competition, or too little compe- 
rition, that causes most evils in business. Results show, however, that the policies 
to restrain concentration of v calth through combinations or conspiracies to re¬ 
strict competition have not achieved their purpose. Concentration of ownership 
and control of American industry was never greater than today.^ 

W’har is the explanation of this paradox? \Ast sums of money have 
been spent on prosecutions, volumes and volumes of evidence have accumu¬ 
lated, and numerous decisions favorable to the government have been 
handed doxvn. And >et the tendency toxtard monopoly is apparently as 

marked as it has ever lieen. 

TIte apologists for tlte law excuse its comparative ineffectiveness on 
rwo main groimds. The first ground is lack of consistent and continuous 
enthusiasmVor enforcement. The investigation of complaint.s and the col- 
,c.c„,.n of cvklcK-c l«s. si,uc. ,„4. l.ccn in the hnncls of rhe feclcval Tnulc 
Uonnnissiun. lint ncion in ,1,0 o,.nr,s .'csts « itl, the Dcp»rt,„cnt o Jv.st.cc, 
I, is nototions that while sonic Attorneys Ucneral have regarcccl the en- 
forccnent of .l,c antifust laws as a most important part ol then du Rs 
„tl,crs have apparently fmiml •pii'c dillelent phases of law "'y'y 
„H,eh more appealing. This has been I'elleeled in w.de vananons fiom t, 
in ,he non,her of eases Imonght to eomt, and in the P-y'-y J 
„,,,inh these eases have heen proseented. The second g,-onml o e.ul ,n 
sxtem.arion of the eompannive inelfeetiveness of the law to date . 
eon,,as, whteh esis.s hetween legal teehnieahty and econo,n.e ,e ,av , I 
has often heen easy, when one form of eominnat.on was deela.ed ,11 • 

L ..as, ,o liml another which, for the ti,„e henrg at any rate, tot 

I: mhstitnteai. An example of this, .lescrihed above, was the ,nvent,on o, 

' I'ruiii 11 sprccli by B"hni II. Jiu ksuii, May 2K, lyiy. 
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the holding- company after the voting- trust had been outlawed. Further, the 
rules of the courts as to the admissibility of evidence, coupled with the care 
taken by some businessmen to put as little as they could into w riting, have 
sometimes made it impossible to prove a condition which everyone recog¬ 
nized to exist. 


THE PROBLEM OF POLICY 

Policy vith regard to monopoly is a matter about w hich it is by no 
means easy to make up one’s mind, still less to dogmatize. Certainlv'' if we 
fa\-or the objectives of the Sherman Act, and if we believe that its enforce¬ 
ment is feasible, our course is clear enough. We should demand of the De- 
aaitment of Justice that it make more continuous and thoroughgoing efforts 
0 enfoice the la\\. In its final report, issued in 1941, the Xemporary ]Va- 
ional Economic Committee made this unanimous recommendation: 

The extended study of the concentration of economic power made by this 
mmimttee leads inevitably to recommendations to strengthen the enforcement 
F the antitrust laws. . . . The Department of Justice and the Federal Trade 
mmmission are the agencies clothed with the responsibility for enforcino- the 
tatutes which Congress has so wisely enacted to curb monopoly and to"’free 
ntcrprise from the restraints of price fixing, collusive agreements, and other 
cstraints of trade. Confronted with the present-day American economy, they 
le admittedly undermanned and mcagerly budgeted. No law . . . can be 
tronger than the zeal and resources of the agencies of enforcement into whose 
aie It is entrusted. strongly urge the absolute necessity of provide funds 
Jr these agencies adequate to the task which confronts them.^ 

In addition to urging more vigorous enforcement of existing law the 
I EC recommended certain amendments for consideration by Congress 
hesc wodd con,pci the unresmeted licensing of patents, would limit the 
-nuties of trade associations, would forbid certain types of mergers except 
-h the approval of the Federal Trade Commission, and wouh increaL 
le maximum penalty for violation of the antitrust laws from $j,ooo to 
,0 000. These proposals evidently rested upon the belief, widely held, that 
n y;o public policy the matter of monopoly has been moving in the 

e T”"’ "T “ --e further and 

ster m the same direction. 

^ Final Report and Recommendations of the Temnnmrv at n 11? 
ntee, Senate Document No t- -rh C ' "Po^ary Rational Economic Com- 

ment .NO. 3y, yyth Congress, ist Session. 
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IS "FORCED COMPETITION" FEASIBLE? 

XcvcrtlK-lcss. doubts persist in arising. Actually, the policy of main¬ 
taining competition by penal action is a remarkabh' paradoxical one. The 
trend of nineteenth-century liberal economic thought from Adam Smith 
throu'^h John Stuart Mill, and surviving in many quarters to this day, sup¬ 
ported noninterference with business—Aibrcc /it/re—not because this was 
w hat business asked (as is nowadays so often the case) but in the interests 
of the orcat mass of consumers. If economic enterprise is subjected to a 
minimum of restraint, it Mas argued, competition would ensure that con¬ 
sumers’ demand would be reflected in a plentiful supply of goods at the 
lowest prices at w hich they could be produced. If competition appeared 
“anarchic” or “destructive,” the results were not entirely bad; consumers- 
and ever\body is a consumer—would be all the bettei seived. If, as a lesult 
of sucli competition, some producers were driven to the wall, thcii places 

would be taken by more efficient ones. 

Tlie only governmental function in the economic sphere was to serve 
as umpire liy enforcing contracts, preventing fraud, and maintaining a 
system of coinage, weights, and measures. But by the iHHo’s it began to 
appear that things did not always work out that way. Laisscz jme had led, 
so it seemed, to less and less coiiijtetition and to more and more monopoly, 
d'he situation w hich sho/ihi have obtained under Iciifscz jiiirc had theiefote 
to be legislated into existence. So it was that Congress passed the Sherman 
Act, and yet, as Burns has concluded, “the anti-trust laxvs have been a 
notable failure as a means of maintaining competition.”' 

It is possible to dissolve a combine into its constituent parts. This has 
freiiuently been done. But although this may notably diminish the concen¬ 
tration of monopoly power, it is usually inadequate to restore competitive 
functioning to the industry-for two reasons. I'irst, it is impossible to be 
sure there will be no understandings, implied or otherwise, lietwcen the new 
firnis. Second, there will not generally be sufficient firms m the industry, 
even when the combine has been dissolved, to insure a regime of atiything 
like perfect competition. The more efficient firms ttiay obtain a dispropor- 
timiate share of the market; firms may accept the “leadership’ (as it is 
called) of one of their number in setting prices; some Hrm may develop a 
proprietary brand which gives it an advantage. While true monopoly might 
l.c absent, such a situatio.t would have to he classed as “monopolistic coim 
petition.” Iffir the fundamental difficulty which faces attempts to establish 

• A. K. Hiirns, «/». cit., j). 52.P 
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01 increase competition in many industries lies in modern industrial tech¬ 
niques. The optimum size of the firm, judged by standards of technical effi¬ 
ciency, is often so large that in the case of many mass-produced goods there 
is room for only a small number of producers. 


POSSIBILITIES OF MORE FLEXIBLE REGULATION 

Would it not therefore be better to seek some alternative to the mere 
(even if perhaps more rigorous) enforcement of the antitrust laws? ‘ There 
are already certain industries-electric power and telephones, for e.xample- 
m w hich no attempt whatever is made to enforce competitive behavior, 
giere are others-the railroads may be cited-in which competition within 
the industry plays at best a subsidiary role and has almost no part in fi.tinv 
the price of the product (in this case transportation). Each of these indus¬ 
tries IS supervised, and rates and other matters are determined, by an official 
commission charged with this task. With the conservation of resources prin¬ 
cipally in mind, direct regulation has also been tried in oil and in bituminous 
coal; here monopoly was a subordinate issue. In no manufacturing industry 
as anything of the sort been put into practice as yet, even experimentally. 

and Commerce Commission 

and the prosecution of, say, the United States Steel Corporation for viola¬ 
tion of the antitrust laws by the Federal Trade Commission, are both exam¬ 
ples of the exercise of power by the federal government under the interstate- 
mmerce clause. In both cases this power is e.xercised in the interest of the 
public a large and against particular economic groups. The tavo cases 
nevertheless present a remarkable contrast. Public-utllitv^egulatio" 1 con 

reaLTw rh for that very 

reason. With the antitrust laws, prosecution is spasmodic, and has been 

shown to be highly uncertain, both as regards the attitude of the j 

as regards the permanent effect of the demons ban d do™ 

even by successful prosecution might it no^t be ’ competition, 

evitability of some degree of monopoly? If it camm irf'Er'" 
might we not do better instead to Lempt E conZTt? 

XI and XII; and by J. N. '’f' Chaps, 

mittee, 1939, p. g ’ emporary National Economic Com- 
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CONCENTRATION WITH PUBLIC CONTROL 

Those M’lio have advocated such a policy have sometimes been accused 
of dcsiiing to revive the National Industrial Recovery x\ct. A careful dif¬ 
ferentiation, both of ends and means, is necessary on this score. For the 
NIRA involved primarily, as ^ve have seen, an attempt (in a period of emer¬ 
gency) to rely upon industrial self-government. The proposal indicated 
would call for regulation, not by the representatives of an industry, but by 
an independent commission. 

Evidently more than one solution to the monopoly problem is possible. 
Experience with public-utility regulation offers a possible alternative to 
antitrust enforcement. And there is a third alternative: public operation. 
The models developed by the Post Office Department, the Inland Water¬ 
ways Corporation, and the Tennessee Valley Authority, and by many state 
and municipal enterprises, might offer acceptable solutions. The commonest 
objection to public operation is the apparent unfairness of government com¬ 
petition with private business. Yet the taking over by the government of an 
industry as a means of dealing with the monopoly problem could hardly 
be open to this objection. Although the Labor government in Britain in 
1945 was committed to public operation of industry for many other reasons, 
we may notice that the existence of monopoly in the British steel industry 
made that industry appear to many Britons to be a specially urgent candi¬ 
date for inclusion in their nationalization program. 

If any such alternatives to antitrust enforcement are seriously consid- 
ered-if the spheres of public-utility regulation or of public operation should 
be broadened-coinmon sense suggests two veiy necessary cautions. First, 
careful and judicious experiment would obviously be necessary. None of 
the fields at present subject to these policies, fields in which monopoly has 
long been recognized as the normal state of affairs (e.g., the electric utili¬ 
ties), provide any adequate precedent for regulating fields which are tra¬ 
ditionally regarded as competitive (e.g., manufacturing and mining). New 
forms of control and new techniques of management would undoubtedly 
have to be developed if either experiment were tried. Second, even those 
who feel that the antitrust laws have broken down in those fields in which 
monopoly is endemic do not question the desirability of enforcing the law 
elsewhere. The common-law doctrine which was codified in the Sherman 
Act has too long and too highly valued a history to be lightly cast aside^ 
In those fields in which competition ca 7 i be effectively maintained, it would 
seem follv to abandon the first safeguard of the consumer. 



CHAPTER THIRTEEN 


Public regulation of monopoly: 
the cose of electric power 


The task of government in regulating public utilities is diflicuir and 
crucial. The whole conception of public control ,.t prnare n,<Miop,.K ,s ,,n 
trial If the methods now being used arc u.ukabic, they ma\ ^^cll I, conic 
the pattern by which we will control other industries, such as sicd petro¬ 
leum and meat packing, which were once deemed compctitiN c, but in 
which competition has been waning. If these methods are nor successful, 
s all M^e turn to government ownership and operation? McreU to misc such 
questions shows that the workings of regulation in the held of pubic uni¬ 
ties are a test of whether the interests of private enterprise can be har¬ 
monized with the interests of the public. 

THE PURPOSE OF REGULATION 

When the state regulates the prices charged and the services supplied 
y an industty, It necessarily interferes sviti, the managerial n„|,cics ,li p,-; 
^ate enterprise. By what right docs the state do so^ The tV 1 i 
■egnlates ch.edy under its dterstate conreit’ poI : ^ 
egulate under the aegis of the “police power" «« is f 

definite category of “public iLrest” enterprises" fIciI’" 

S own merits, and thouah at times the 9 ^ decided on 

> declare a business to be affected with ; ^XintZs^l'Z'lT!"' 



308 


ORGANIZATION AND CONTROL OF PRODUCTION 

ency seems to be to enlarge the category of regulated public utilities. The 
chief members of this group arc: railroads, electric light and power, natural 
and manufactured gas, street railways, busses, telephone and telegraph, 
motor and water carriers, pipe lines, grain elevators, warehouses and stock- 
yards. The extent of regulation in each field varies. Problems encountered 
in the regulation of the electric-power industry are as acute as any, and 
these are here selected as a case study. 

Why are public utilities regulated? The basic reason is that the public 
believes that it cannot rely upon the force of competition to insure the 
supply of an essential service at the lowest price consistent with the quality 
and quantity of service that it requires. Public utilities are a type of business 
in which competition is not present, or, if it is, does not function satisfac¬ 
torily. Sometimes monopoly exists because of the possession of unique loca- 
tions-as, for example, water-power sites. Again it often exists because com¬ 
petition is self-destructive and wasteful. This is the case because the huge 
investments of utility companies are virtually “sunk,” and so give rise to 
fixed costs whicli arc very high relative to operating expenses. Once price- 
cutting begins benveen two competing utility enterprises, it tends to go to 
absurd lengths. Prices are cut to the bone-i.e., to a point where they barely 
cover the relatively small out-of-pocket expenses of providing the service. 
The end cf)mcs only when one company is ruined or is absorbed by the 
other, or when the companies agree to maintain prices or to combine their 


operations. 

Some public-utility monopolies grow up because physical conditions 
set limits to tlie existence of competing plants. Confusion and waste occur 
if several electric or gas companies compete for business in a single street, 
or even in a single town, l-'inally, in the interest of good service, a monopoly 
may be far more desirable than competing companies; consider the nuisance 
of competing telephone lines in a single territory. For these reasons, sev¬ 
erally or together, it is u.sually more economical for one enterprise to serve 
a certain area than to attempt to maintain many small competing enterprises 


in the same area. , . 

Monopolistic control of the market, though important, is not sufficient 

t,. britiL. nlKiut price regi.lation, Pulilic utilities etc rcguletcd not only be¬ 
cause they tend to I.e monopolies, but also because they provide services oi 
commodities that are generally regarded as vitally necessary to the modern 
wav of living. True, there are substitutes for all utility .services except watei, 
1,lit these substitutes are not ordinarily deemed to be satisfactory. It is the 
combination of monopoly and peculiar necessity that enables an unfettered 
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utility company to collect exorbitant charges and to discriminate arbitrarily 
among customers. Indeed the power of a utility company to charge for 
service is akin to the power to tax; it is far too great a power for good or 
evil to be entrusted unreservedly to any private authority. Hence the state 
regulates. 

It is not enough for a legislature and the courts to agree that an indus¬ 
try may be regulated. How far may the state go in regulating.? One impor¬ 
tant limitation to regulation is that the property remains private. It is pro¬ 
tected by the due-process clauses of the Fifth and Fourteenth Amendments 
to the United States Constitution.^ The courts have long held that the right 
to receive profits is an essential attribute of property. Any law or rulincr, 
therefore, which, in the eyes of the court, unduly limits the profits of^a 
business may be declared “confiscatory” and hence unconstitutional. Herein 
lies the protection of the private utilities; they flee to the courts from the 

edicts of the commissions, for the courts have the last word on whether a 
ruling is or is not confiscatory. 


THE DEVELOPMENT OF ELECTRIC-POWER REGULATION 

The present system of state regulation of electric and other local public 
utnt'eyates back to 1907. Before that time, several different forms of renu- 
lation had been tried and found wanting. Attempts to maintain competition 
between companies in a given territory had been wasteful and ineffective 
egislation sperfying maximum charges had resulted in rigid, spasmodic 
an inept regulation. Franchises, which conveyed monopoly rigLs were 
poor instruments of control; they were not flexible, were not^lf-enfor ng 
and were open temptations to graft and bribery. Finally, municipal authoring 
i^d not extend beyond the bounds of a city, and hence could not cover Z 

7 t end of th and distributing power, 

control c^uld not beS™ 
was needed. The new system^.! 

administrative commissions created by the state These , '>>' 

.,, j. .:r 5,^ 

These famous clauses are as follows- the Fifi-K a j 
the federal government, that no person shall H declares, apropos of 

without due process of law”; the Fourteenth A liberty, or property, 

■•-pnve any person of life, hhert, 



310 ORGANIZATION AND CONTROL OF PRODUCTION 

job was to protect the consumers and to do justice in the conflict of inter¬ 
ests betw een the public and the utility corporations. 

Modern state public-service commissions were first established in 1907 
in Wisconsin and New York. Other states rapidly followed; by 1921 there 
were commissions in all states (and the District of Columbia) except Dela¬ 
ware. Typically, the public-utility commission has jurisdiction over several 
kinds of businesses; electric light and power, gas, railroads, street raihvays, 
telephones, water, motor busses. Our concern here, how^ever, is with electric 
light and pow'er. This field has furnished the largest amount of experience 
in control through state regulatory commissions. 


POWER REGULATION BY STATE COMMISSIONS 

From the outset, regulation by state commissions w^as more effective 
than the confused system of local control that it displaced. Though the 
terms of the enabling acts varied wddcly, those wdiich were most compre¬ 
hensive were well suited to remedy the evils at which they aimed. The 
steps taken by the commissions served to justify the innovation of admin¬ 
istrative regulation and met wdth the approval of both the public and the 
utility companies. The former enjoyed better service and protection from 
discrimination; the latter were relieved of the threats of competition and 
local political persecution. 

From the outset, how'cvcr, serious problems had to be faced. Rising 
costs during World War I led many companies to ask for rate increases. 
When tlie commissions granted such increases in order to insure good 
service, the rate-paying public protested. After the pressure of emergency, 
commissions reduced some rates; but they were opposed by die companies, 
w hich claimed that they should receive a return upon their property as 
revalued at the higher price levels. The courts were inclined m be sym¬ 
pathetic to this claim, and commissions perforce went slowdy in reducing 
rates. In the meantime, technological advances stimulated a vast movement 
for the integration of physical properties. The larger scale of operation and 
the more intensive utilization of facilities resulted in substantial savings m 
costs and additions to earnings. Managers and financiers sought to retain 
these savings by taking steps to maintain a legal claim to revenues as lug t 
as they could possibly collect from customers, by: (i) insisting upon a fan 
'return ,.p,m fnir vuluc,” which tuuk the furni of resisting ell attempts of 
regulators to reduce rates; (r) issuing securities which represented capita ,- 
■/atirm of earning power; (3) organizing holding companies in oidei 
siphon profits from the operating companies. 
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To protect this vulnerable position from public action, the electric 
utility companies devised a powerful and elaljoratc propat^antla ni.icliinc. 
The purpose of the propaganda was to com’ince the public that regulation 
was successful and that stronger rcgulatKjn or public (jwticrship was not 
only unnecessary but also destructive, un-American, and bolshevistic. Public- 
utility and holding-company securities were picrurcHl as rejnesentiin,^ claims 
to protected earnings that loomed large in the ros\- mist <>( the" future. 
Thousands of consumers and employees were .sold power securities of all 
kinds. This was heralded as the coming of a new dav of real ‘'iiublic own¬ 
ership,” 

By the end of the 1920’s, Congress and stwcral states ordered sweeping 
investigations of utility practices and of the cfTectiveness of regulation. 'I he 
mvestiganng bodies found overwhelming evidence that the system of ad¬ 
ministrative regulation had to be overhauled or discardcai. Pul.lie concern 
with these disclosures was turned into open hostilitv b\- the failure of se\ - 
eral holding-company systems (notably that dominated b^• Samuel Insull) 
which brought losses to thousands of small investors. All this led to the 
swift forw'ard march of public action on electric pow cr. Durin-g the thirties 
(especially 1930-36), gaps in the statutory powers of state comiuissions w ere 
plugged up, and new powers were granted. Public unrest durin-r the de¬ 
pression forced state commissions to take action. More important,liow ewer 
was the expansion of federal control, and the beginning of a program of 

public ownership. With this background, we turn to c.xamine in gr^iter de¬ 
tail the several aspects of state control. 

POWERS OF STATE COMMISSIONS TO CONTROL RATES 

Table .4 shoM-s the number of commissiom that had (or did not have) 
unad«,on m anuary .,47 over important aspects of elcctric-ut.iro cm- 

trd' aI d n ^ in the system of sate con¬ 

trol. Aside from Delaware, which has no commission, commissions in 

dd noth ’ 1“°“' “'“‘“'PP'- South Dakota and Texas 

did not have general power over rates and services of electric ..rlli.' r 

more important, however, are the variations in the actual • T' 
missions of the powers they possess. e.xerctse by com- 

The basic problem in tbe regulation of electric utilities is tha. t 
making. Tbe usual legislative standard is that rates must be just, reasonrWe.' 

• However, pnvately owned elearic ntilhies in Nebraska ate few and small. 
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Table 14 scope of commission jurisdiction over electric 
UTILITIES, 1947 

(number of states having commissions with jurisdiction indicated) 


Rates 

Service standards 
Accounting 

Certificates of convenience or necessity 
Issuance of securities 
Consolidations and mergers 


Fairly 

extensive 

41 

41 

41 

30 

33 

35 


None or 
limited 


and nondiscriminatoiy. Commissions with rate-making authority may pie- 
scribe rates for tlie future, but only after hearings have shown that the exist¬ 
in'’ rates are unreasonable. The right to initiate rates still belongs to man 
agx-mcnt, but the commission can inquire into them upon its own motion 
or upon’complaint. To help speed rare reductions, many state commissions 
have been given power (especially since 1930) to prescribe temporary rates 
pending a complete investigation. I'ull publicity of schedules of charges is 
always reiiuired, and departures from rates are illegal. Any sort of discrimi¬ 
nation, undue preference, and undue prejudice in rates (as well as in service) 

IS specifically forbidden. ^ . 

'fhe power of state commissions over rates is not as far-reac nng as it 

,„ny nppenr to l.c. It is not tt simple task to Hx a “just” or a “reasonable 
rate, anil sinec the Icgislanircs have not spceihcally defined these terms, 
eoinniissions often find that the courts dilTcr with them on the meaning o 
the terms in specific cases, fhe chief obstacles met by comnnsstons m losing 
rates arc discussed below. Suffice it to say here that the svealiiiesses ,n the 
regulation of rates by commissions have led to many demands for a sciap- 
ping of the entire system of adiiiimsrrative control. 

CONTROl OVER SERVICE BY STATE COMMISSIONS 

The ouality and ,|uantity of the service rendered is sesircely less im- 
,„„.,.,„t the public thim is .be rate charged. Poor or unsafe service, i.tl 

;:.it luea, .'downs, is expet.sive even at a low price. O-’-yy 
gone far in prescribing standards of service willi respect to ^ 

^tensions of service withit. the fniticbise area, ''>■■'''’'’■'’^'9"' " 

„f ,|„.,,,„i„g current or dtrect current, service interrupt,ons ^ 
cuite and ptLribe the Kinds of meters to be used, tnspect and test 
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meters, and issue rules on such matters as meter reading, billing, collecting, 
discounts, turn-offs and turn-ons of service. 

Another phase of service is the entry into, expansion of, and abandon¬ 
ment of, service by electric utilities. In thirty states utility companies must 
now obtain a certificate of convenience and necessity from the public- 
service commission before they can initiate service. By this means commis¬ 
sions are able to restrict uneconomical duplication of facilities. Moreover, 
rural territory may be allocated among utility companies in about one-half 
the regulating states. Few difficulties have arisen as to abandonment of un¬ 


profitable electric service. The general rule is that the company must take 
the lean with the fat, and, as long as a company is making a fair return on 
the whole of its business, it must continue to serve that part of its territory 
in which it incurs a loss. Obviously this rule cannot be pushed too far. 

On the whole, commission control of service standards and service 


entry and abandonment has been successful. Though hundreds of complaints 
with regard to service come before the commissions each year, they are 
usuaUy settled quickly by informal negotiation. Electric companies have 
ound that it is a good business policy to give good service. Complaints that 
service is inadequate, and that requests for service are ignored, have come 
chiefly from rural areas. Utilities have been reluctant to venture capital in 
rural territories where returns are risky and meager when they have been 
able to obtain larger returns elsewhere. Commissions, however, cannot com¬ 
mand utility companies to develop unexploited fields. In the last few y^ears 
therefore the United States Rural Electrification Administration has been 
actively financing the construction of rural electric lines and facilities by co¬ 
operative agencies as well as private utility companies. 


COMMISSION CONTROL OF ACCOUNTING AND REPORTS 

ithout a vi ell-devised system of uniform accounts, commissions are 

-Wch their 

. mmissions also must have power to call for annual renorts 
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in vogue. But the mere prescription of accounts is not a guaranty of good 
accounting practice. Because of the small staffs at their command, most 
commissions have not been able to audit the private records so as to check 
their accuracy and veracity. Again, because of unwillingness to interfere 
with management functions, most commissions have not prescribed the 
methods to be used in computing depreciation. 


CONTROL OVER SECURITY ISSUES 

Capitalization (i.e., face value of stocks and bonds outstanding) of a 
utility company is of utmost importance to consumers and investors. It 
might seem that capitalization is of no concern to the late-payers, because 
commissions fix rates upon the basis of the “fair value” of the property 
rather than according to the amount of stocks and bonds issued. But ex¬ 
perience has shown that overcapitalization always threatens-and is fre¬ 
quently very harmful to—the public interest. An inflated capital structuie 
means poor credit in the long run, except under conditions in which earn¬ 
ings are excessive. A utility with poor credit standing cannot, economically, 
attract new capital for the betterments and additions which the public con¬ 
stantly requires. And when a company is overcapitalized, it makes every 
effort to earn enough to meet its large dividend and interest requirements. 
In particular, it will try to obtain as high a valuation as possible on its prop¬ 
erty, so that it may legally charge the most that the traffic will bear. It will 
also try to maintain profits by cutting down on maintenance and repairs; 
this leads eventually to poor and unsafe service. These consequences of 
overcapitalization cannot be avoided by fixing rates upon the bas^ o a fair 
return on fair value, because commissions and courts find it difficult, and 
even impossible, to ignore the financial needs of the utility companies i it 

seems likely that the service will be harmed. ^ 

Despite sad experience with the need for security regu ation, on y 
thirty-three state commissions have power over the issuance of securities. 
Usually in these states, before a utility may issue securities it must obtain 
authorLition from the state commission. Formally, authorization rests on 
examination of matters such as the purpose of the issue, the puce 
of the securities, the relation of the new issue to the company s exist g 
capital sttuctiTC and earnings. Con.ntissions .,ftcn have bccUax P ’ 

ccedinns as well as witl. respect tn checking the actual disposition of the 
proceeds’ of the issue. Some few coinniissions, however, have exercised tea 
control partially hy working out the details of a patticulat issue in a 
vance through extended conferences with the utility. Finally, gaps m 
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state power to regulate issuance of securities have to some extent been filled 
by the federal power legislation of 1935, which will be described later in 
this chapter. 


CONTROL OF INTERCORPORATE TRANSACTIONS AND RELATIONSHIPS 

When utility corporations combine, several queries arise. Docs the com¬ 
bination result in economies? If so, do rate-payers and investors share equi¬ 
tably in the benefits? Or is the combination effected merely to concentrate 
financial control and to create an opportunity for issuing excessive amounts 
of securities? Commissions have often found themselves powerless to raise 
these and similar questions with the companies concerned, or to compel 
recognition of them as relevant issues. Even when they have done so they 
have not always been able to prevent practices which v^ere financially, tech¬ 
nically, and economically unsound. 

The two general types of intercorporate relationships that are impor¬ 
tant for the present purpose are holding companies and interstate transmis¬ 
sion of power. Bankers, promoters, and sometimes managers have found the 
holding company to be an attractive method of controlling operatina com¬ 
panies. They have found it so because (i) control of operating companies 
may be highly concentrated with a relatively small investment, and because 
(2) state commissions could not, or did not, regulate holding companies in 
any important respect. Interstate transmission of power grew tremendously 
as •networks of power lines spread over the country, and here too the states 
ound that they were legally impotent to intervene on behalf of the public 
Despite a decision of the Supreme Court which upheld the attempts of state 
commissions to inquire into the contractual relationships benveen holding 
nd operating companies, and despite increased authority received ftm 
legi^atures state commissions were for long unable to cope with the main 
problem of interstate control. The enactment by Congre^ss of the P KI 

nVow regulatLn. serious gaps 

:OMMISSION ORGANIZATION AND PROCEDURE 

The quality of regulation depends upon the character anrf kt r 

'rr ■ ■■ “ 

I— hy b.„h. .1,.,™ 
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pallv in the South. S.lecnvc coniinissioncrs are often swept into office by a 
pattf vote or in an unreasoning response to a demagogic attack on utility 
companies; sometimes too, utiliiv commissions engage in politics so as to 
nominate and elect fellow commissioners who will see eye to e)-e tvith them. 
There is little assurance that the man elected is well qualified by training 
and experience to l)e a good commissioner. Perhaps foitunatelv, the ticnd 
has been toward the appointment of commissioners. But this method, while 
proved in practice to be superior, does not assure competent membetship. 
All too often, commissioners have been appointed for political reasons, with¬ 


out regard to their capacities and technical ability or to their views on regu¬ 
lation. Alorcover, tenure of office often is too short for a new man to leant 
his job thoroughly, and even w hen the term is long enough, commissioners 
may leave their training school for better-paying jobs in private business. 

In making decisions, commissioners arc strongly influenced by the 
knowledge, experience, and attitude of their stalTs. But the ability and size 
of the staV depend largely upon legislative appropriations. As a whole, com¬ 
missions have been midernnanccd. It has been estimated by competent au¬ 


thorities that in the year 1935-36 tidrty-flve state utility commissions spent a 
total of little more dian 15 h,ooo,ooo in regulating all types of utilities within 
their jurisdictions. Of this sum, almost one-half was spent by the four 
largest commissions. The property to be controlled was valued at more 
than $25,000,000,000 (even if railroads arc excluded). In 1936, the annual 
electric revenues alone were two billion dollars. This parsimony in com¬ 
mission budgets has led to neglect of various statutory duties, to lack 0 
independent study and investigation of “long-run” problems, and to in¬ 
ability to co-opeiatc satisfactorily with other public authoritic.s, such as 
municipalities atid federal boards. That a weak stall means weak regulation 
is now being recognized, and commission stalls gradually are being leoigan- 


i/.ed and strengthened. . , , , • • i c 

Duritig the 1920’s many commissioners took the attitude that then )o ). 

were i.i.lieial in nature, ami this attitmie weakcnetl regnlatinn. CnmtnBsions 
wete nrintnally enneeive.l as agencies witieh sl.n.lKl take p.stttvc steps to 
rethi.e rates, in intpntvc service, ami to achieve otiter cn.ls i.nportant to 
the pnhhc interest. In the perioti folh.wittg W..rhl War 1, ht.wevcr, tt.any 
eotttttttssioners proceetletl ttpot, tite helicf that: their fttttcttott was ptthctal 
an,I so sat ha. k. waiting for the pttl.lic to l.rittg contplatnts to then, am 
,|ee,.h„g, npon evi.lencc presente.l to then,, what the ,.,s,tce of ti e 
ease was. Ihtb t.ltstnners are poorly ptepa-l to heat the heavy ho, .let ■ 
espe.tally in a cot,lest with a cinpany which has all the acts, ■ 
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as much money as it needs, at its own disposal. The situation was so bad 
that critics charged that the commissions had abandoned the consumer. But 
the political and economic forces at work in recent years have helped to 
raise the administrative function to its original position of equality with 
the judicial. 


PROBLEMS IN RATE REGULATION 

Probably the most controversial and bitterly fought issues in utility 
regulations are those relating to control of the price of utility services. The 
statutes require utility rates to be “reasonable.” Yet utilities oppose the ef¬ 
forts of public authorities to limit their net earnings, or to determine the 
methods of pricing. Experts who agree on the need for regulation disagree 
on the objectives to be attained and the standards of rate determination to 
be applied. Finally, the courts, which have assumed the power to review 
the reasonableness of rates fixed by public authority, have contributed to 
the difficulties of regulation by insisting upon vague standards which neither 
they nor anybody else has been able to define clearly. 

The reglation of rates involves two basic problems. The first is that 
of fixing the total revenues which a company is entitled to receive from all 
Its customers-i.e., the level of rates. The second problem is to collect this 
roul amomt from the various classes of customers by means of specific rates 
The ttvo problems are, of course, closely interrelated: any change in the 
evel of rates can be effected only by changes in the structure of specific 
s moreover, the amount of each of the specific rates influences tL de¬ 
odar:;"' r ’ 1““’ 

leparately ^ discussed 


^ FAIR RETURN” ON A "FAIR VALUE" 

’f the property ,t devotes to the public service Sncl. a '.f ■ 
ourse. in addition to all necessarv 000! , ' 

epreciation. Out of the fair return th ^"d annual 

ividends to Its investor!, ’ “"P^y P^y^ -d 
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Commissions must, therefore, test the reasonableness of rates by refer¬ 
ence to a fair return on fair value. How is this done? The following illustra¬ 
tion shows, in simplified fashion, the method of determining the total rev¬ 
enues to be collected: 


Fair value 

Fair rate of return (assumed to be) 
Fair return 
Operating expenses 


$ 1 , 000,000 

7% 

$70,000 

$180,000 


Total annual revenue (to be collected from consumers) $250,000 

The company in the abot'e illustration is entitled to charge lates suffi¬ 
ciently high to yield $250,000 annually, out of which it meets its annual 
expenses of operation and keeps a fair return as compensation for the use 
of its capital. Interest on bonds and dividends on stock come out of the 
fair return. The “fair rate of return’-y per cent-is merely assumed here; 
in practice it is a rate w hich may be lower or higher before courts or com¬ 
missions will deem it unfair. 

riie principle of fair return on fair value is intended to provide a 
measure of the return to be secured above costs of rendering service. On 
the other hand, however, a utility company is not ginvaiitccd a fair return 
if it is unable to earn all that it is legally entitled to carn-because of compe¬ 
tition, Inisiness depression, or inefficiency of management. In suc'h instances, 
the value of the service limits earnings to less than a “fair return ; witness 
the case of railroads during the thirties, when very low returns were earned. 

Thus, commissions are theoretically rci|uircd to allow at least a fair re¬ 
turn on fair value.' 'i'he first step, then, is to determine the “fair value (or, 
,„orc nccurnfcly, fl.c Thmigh the critcre, U Am' value have 

l,een <lis<usse<l « length hy the cm.rts, the hasie npumm is st.ll that ot 
Smylh vs. Avm. I'his npiniuil is sn iiiipnrtant and sn Atr-rcadung that it is 

(|uoted here: 

We hold, hnwever, that the basis „f all caleiila.i...is as ,n the tcapnahlciie. o( 
rates . . . must he ihe A,it value of the property heing used hy it foi he e 
veiiieiiee of llie piihlie. And in order to aseertaiii that value. ■ y-S; y 
eoiistruetion, the amount expended in petinai.ent »'> ' . , 

Ik,VC fell instified in csiablisliinit rcas.mablc rates <,n any lugl.c, Itvc . 
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ticular rates prescribed by statute, and the sum re()uired t«; meet (.peratino cv- 
penses, are all matters for consideration, and are to be given such w eit^hr as ma\ 
be just and right in each case. We do not sa)' that there may iku Ijc orliers to 
be regarded in estimating the value of the jmopert)'. . . . 


This broad statement left the door open to debate on the criteria of 
fail value; debate, indeed, has never ccascti. Succeeding decisions luuc 
wiped out some of the irrelevant criteria mentioned bv the court (such as 


operating expenses), lint they have consistcntl\’ upheld the spirit of the de¬ 
cision—namely, that the fair value is a judgment in w hicii sewral considera¬ 
tions must be given due weight. 1 he weight to lie gi\ en to each considei a- 
tion has been the cause of controvcrs\'. 


"CAPITALIZATION" AND "MARKET VALUE" AS MEASURES OF VALUE 

Two of the criteria of value mentioned in Smyth vs. /Imct: ma\- be 
discarded as totally unreliable and unsound. The amount of btuids and 
stocks would seem to be a good measure of the sums of money contributed 
to the capital of the company by investors. But it is common know ledge 
that the par or book value of securities is not neccssaril\- (or even usuallv) 
the same as the amount of money invested. The records of monc\ s received 
and actually invested may have been incomplete or lost, destro\-cd or altered. 
Capitalization is of little use in fixing the basis for rates, except w here {as 
m the case of Massachusetts) the issuance of securities, the investment of 
money, and other financial practices have been strictlv and continuousK- 
supervised by a regulatory commission. When this is'done, capirali/ation 
(and surplus) do represent the amount of actual investment in the enter¬ 
prise Of original investment as a measure of value more w ill be said later 
Market value is another unsound criterion of property value. In Smyth 

^^nd bonds 

and the probable earning capacity of the proper^ under the rates presented 
The former is not pertinent, for the market value of stocks and bonds mav' 
be exaggerated by manipulation. In the long run, the market value of stocks 

ZsineTrr 7 "^ of the 

usiness. This is a fair method of determining the value of the^ropertt- 

ordinary competitive enterprises. But it cannot be used where L Ln 

ngs are not competitively determined, as in a public-utilitx^ industry ‘ 

^utiie.r;i :::^::::^7 * 

P^stration show. A company net ear-:;;::^ I;:r:: 
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pcnscs) of 5 i, 2 oo,<kk) per vc;ir. Its rates arc attacked as being exorbitant. It 
show s, how c\ cr, tliat the market \ aluc of its propern’ is $ 20 , 000,000 if earn- 
inus arc capitali/cd at an assumed fair rate of return of 6 per cent ($ 1 , 200,000 
divided \iy .06 - $ 20 , 000 , 000 ). Market value is assumed to equal fair value. 
Now if the company is entitled to a rate of return of 6 per cent upon fair 
value, it completely justifies the past earnings of $ 1 , 200,000 ($ 20 , 000,000 
times .of') $i, 2 oo,f)oo) and thereby demonstrates the “reasonableness” of 
existing rates. Thus capitalization of earnings assumes in advance that the 
rates in (juestifjn are reasonable. Nor can market value be determined 
mcrclv bv going into a market for utility properties as such, for large 
jiropcrties arc not bc)ught .and sold in thousands every day as are shoes, 
tnicks, or securities. 

With market value eliminated, tw o other criteria for fair value remain, 
viz.., reproduction cost and original cost. A refinement of the original-cost 
criterion known as the ‘‘prudent investment” principle, will be described 
below. 1 lie arguments advanced in fa\’or of one or the othci of these piin- 
ciples in any specific case are usually complicated, tortuous, and opportunis¬ 
tic. A historical review of the controvei-sy over the proper basis for fair 
value shows no consistency arguments; the only consistency which can 
be observed is that consumers and their representatives argue for cost of 
reproduction or original cost, 'whichever is lo'wer, whereas the companies 
argue for cost of reproduction or prudent investment, 'whichever is higher. 


COST OF REPRODUCTION 

With the passage of time, tw o main criteria of fair value remain, viz., 
reproduction cost and tiriginal cost. The usual meaning given to reproduc¬ 
tion cost by tho.se who argue for it (chiefly the utilities) is the cost of re¬ 
producing the existing property as it stands at the time of the rate inquiry, 
using present methods of constniction, under existing conditions, and pay¬ 
ing the prevailing prices for land, materials, and labor. The line of argu¬ 
ment runs a.s follows: the purpose of regulation is to approximate the price 
which would prevail under nontial competition; this can best be done by 
valuing the property at the cost to reproduce, for the value of competitive 
industrial properties tends to approximate the cost of reproducing ticm. 
Utility rates based on reproduction cost would appear to be fairly c ose y 
aligned with change, in the general level of competitive prices. Further¬ 
more, cost of reproduction would enable > utility to earn a 
varies os general prices vary: the purchasing power of the owners income 
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is stabilized. The influence of argument of this kind led the courts to gi\ c 
dominant weight to reproduction cost during the 1920’s; the commissions, 
perforce, had to follow suit. 

The argument that cost of reproduction stabilizes the purchasing power 
of the income earned cannot he accepted. Logically it should call for a re¬ 
turn to the investor that varies with the index of general prices rather than 
with changes in the cost of reproducing the property. But there is no neces¬ 
sary and close correlation between these two sets of prices. Moreover, hold¬ 
ers of bonds and preferred shares, who supply well oixr 70 per cent of 
utility capital, and whose interest and dividends are fixed, do nor share in 
an increased return in a period of rising prices. All the gain goes to com¬ 
mon shares, many of which are owned by holding companies. In the event 
of a severe price decline, a revaluation of utilitx^ properties would endanger, 

1 not destroy, the earnings and equity of the common stockholder Tdnis 
reproduction cost would tend to make utility securities speculative, and 
probably would increase the required price of capital. 

Finally, the current cost of reproducing existing property is not a 
proper standard for approximating competitive prices. The only appronri 
ate cost of reproduction would be the cost of replacing the service by the 
modern and economical plant and facilities using the most efficient 

w cht^ur'™“‘r' “PP-l to urilitv svsten. 

wh.ch sUI pl.ee a value on facl.t.es which are obsolescent and costlv to 

perate. Pracncally, ,t would be next to impossible as a means of determin¬ 
ing the fair value” of a property, to apply the cost of a hypothetical new 
plant. Just what such a plant would cost would be subject m speculative 

The threat to the financial sta¬ 
bility of utility companies of any rapid advances in technology would also 

be very .key to increase risk and hence the costs of raisin: cap ta T 
cost of the hypothetical new plant has not made much h! 
ptaefice. though y outspoken group of theorists strongly 

orwo:kTb:i:;o:;at“c:i^ ' 

the property of a modern ulmly enterpl: rro"?"" 

evei/time a rate teT-P-ed 

tion up to date by index numbirs of price has"L“en '7° 7, 
preme Court. Every element that enters the fi 7 ™t>“tsed by the Su- 

to guesswork and controversy. All sorts of extra 

- --on in reproductiouLst ra^t h7 
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npprccinciftn of land, <j;oing value, and inrangible values. There is no lack 
of opportunir\- for iniaginari\e experts to pad values. To dare such determi¬ 
nations ol re|)roducrion cost ha\e resembled a m\ stic cerentony rathei than 
a scienrilic procedure. 

ORIGINAL COST AND PRUDENT INVESTMENT 

Oriuunal cost means the cost of the property nt the time that it was 
bviilt, plus, of course, the cost if improvements and additions, less the retire¬ 
ments from time to time. .Xs orittinal records of man\’ cnteipiiscs ma\ ha\e 
been lost or destro\cil, or are not reliable, it is olten necessary to rcveit to 
approximations and to attempt to tletermine what the property must have 
cost at the time it w as built. 1 lus is ilifhcult to estimate foi the cailN n cats 
of utility tjperarion, but can be iletermined w ith relative ease and accuiac\ 
i(tr the period m which public regulation has been in cfTect. Usually such 
f.riginal cost is atljusted to arrive at the “prudent investment” by w iping out 
those expenditures w hich w ere made fraudulently or w ithout ordinary busi¬ 
ness prudence. 

Prudent investment as a method for determining rate base is supported 
by a majority of reputable economists and valuation experts. It is definite 
and objective, and, <.nce fixed, it can l.e kept up to date by continuously 
recording the cost of property additions, as well as of retirements. A few- 
progressive utility commissions now rc(|uire utility companies to keep such 
records. Above all, however, the prudent investment liasis of rate-making 
eliminates the ha/artls to the utility of changes in price levels; it pushes to¬ 
ward one goal iif regulation, which is to wipe out the speculative aspects 
of utility finance. It is objected, however, that this stability also means that 
rate levels arc made rigid anti that they cannot be kept rigid ui a world ot 
ever-changing prices. It is said that capital w ill not flow into public utilities 
in times of rising prices when .ither industries beckon with larger retuim 
and that in times of depression, even if rates w ere maintained, capital would 
not be needed. And it is doubtful whether rates could be maintained m ic 
fiicc Ilf lIccliiiiiiK volumes of business nml populiir ilenraiuls for cuts in tunes 
of depression. Utilities would be denied tliiit security of return for wincit they 
nave up the golden opportunities of boom years. Hut this obstacle is not 
insuperable; if price levels increase and utilities need a greater 
turn in order to attract new capital, they can be given a larger inconie. The 
can be dime, within the limits .set by what the traffic will ® 

the "fair rate of return," in whatever manner may seem to the commi 

to be diesirnlilc. 
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EFFECTS OF THE RULE OF FAIR VALUE 


The argument over the relative merits of the different bases of valua¬ 
tion is to some extent academic. It is entirely conceivable that any basis for 
valuation could be made to work if skillfully and consistently applied. But 
the difficulty is that under the present law of the land no single, clear-cut 
criterion can be used. Afost commissions originally favored prudent invest¬ 
ment as the rate-base. But a series of decisions by the Supreme Court forced 
commissions to use “present value” as the rate-base. “Present value” of the 
property of a given company is determined by a hodgepodge of educated 
guesses, in which varying weights are given to the cost of reproducing the 
physical plant, and to original cost including appreciation in land value plus 
allowances for intangible values based upon established earning power. The 
courts insist that fair value cannot be determined by any formula but must 
be reached by a judgment in which due weight is given to all factors M hich 

may properly influence that fair value; but M-hat “due weight” is, nobody 
knows. 


The effects of the present-value rule have been twofold. First, in times of 
prosperity utility companies have been enabled to write up the book values 
o their properties as a means of maintaining rates at as high a level as pos¬ 
sible. In this way electric-power companies have avoided reducino- their 
rates in accordance with the notable economies continuously effected^n the 
supplying of electricity. 

The second effect of the present-value doctrine is to prevent commis¬ 
sions from determining rates accurately and economically. If a proposed 
rate range is contested by a company, a commission must make an e.vtremelv 
tedious ay costly apyaisal of the utility property, and it must analyze the 
mpany past records and future prospects of earnings. If after this pro- 

p 1 to the courts for a review of the case, or the commission may^ee'k' 
ludicial action to enforce its order. In the past, the effect of judicial review 
of rates has been to hamper and even to nullify the work of the d • 
tstrative body. ,t is a general rule of law that couL tilfal; 

0 commissions as to the facts of a case, and will merely review the con 
dusions of the commission as to the law, i.e., as to wheLr th r re fiTd 
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ing a special master \vho proceeds to reopen the entire case, redetermine 
all facts, and rehear all evidence, both old and new. 

The commission, fighting to defend its original order is at a great dis¬ 
advantage in waging the long and exhausting legal battle which usually 
follows. The vagueness of “present value” helps to prolong the litigation. 
An important rate case may drag through the courts for several years. If, 
in the end, the courts uphold the commission, the valuation may be out- 
of-date and new litigation may arise. Under these conditions, the costs of 
rate regulation both to the commission (that is, the public) and to the com¬ 
pany (which may even pass them on to consumers) are often enoimous. 
And the cost, in terms of the frustration of effective rate regulation, is 
immeasurable. 

Have the deficiencies of this procedure been exaggerated by its critics? 
The defenders of the valuation system show that most rate disputes are set¬ 
tled quickly by negotiation between the commissions and the utilities, or 
by formal proceedings before the commission. A review of rate orders of 
state commissions shows that rate cases are appealed only occasionally. But 
this proves too much. Commissions are willing to negotiate with companies 
because they want quick results and want to avoid the “ordeal by battle 
of a formal valuation proceedings. Moreover, because of the fear of court 
reversals, commissions tend to allow rates that will not be contested by 

utilities. . 

The present-value rule might possess some virtue if it w^ere consistently 

construed to reflect reproduction cost. In the years of depressed prices 
after 1929, a strict application of present value would have cut the rate-base 
of many utility properties down to original cost, or, in the case of proper¬ 
ties built at high price levels, even far below original cost. Valuations under¬ 
taken during the depression are now said by utilities to be obsolete, owing to 
the great rise in price levels. Rate reductions have been made, to be sure, 
chiefly due to the threats of public ownership, to insistent public opinion 
which goaded commissions into greater activity, and to the realization o 
managers that lower rates might sometimes bring in more business, an 
hence check the decline (or even cause an increase) in revenues and m 

income. 


RATE OF RETURN 

After a fair valuation of a public-utility property is deternrined, the 
second step in setting the rate level is to determine a 
Rarelv is the rate of return fixed by law. In the absence of statutory 
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mtions courts require commissions to determine the rate of return Ijy the 
exercise of a “fair, enlightened, and independent judgment as to both law 
and facts.” The guiding principles are that the rate of return should he hi<- h 
enough to attract the capital needed for extensions, that it should be about 
the same as the rate of return earned by other enterprises in the same reoion 
which have corresponding risks, that it should not be belou' the conffsca- 
tory level on the one hand nor lead to rates in excess of the value of the 
service on the other. Commissions may also consider the need of a reward 
tor economy of operation and initiative in management, and the need for 
reserves for natural and economic contingencies. 

It would seem that these principles should lend to consKlcrshlc dhrer- 
ences in the actual rates of return allowed for different companies. But in pne- 
ye the rate of return has been determined casually and by custom with- 
out any great regard for the real need of such returns. As a result, the rate 
of return had tended to be standardized. Before ,9:9, in Neu- York State 
yetne utilities svere commonly granted 8 per cent as a fair rate of return’ 
sewhere rates of return on electric properties averaged 7.5 per cent and 
requently were higher. Since 1930, commission allowan es ha e bel 
lower, centering between 5H and 7 per cent. 

Rates of return allowed have been far above the cost of most of .8 
toTeldTy per ctt'trr"''^ companies In the ipto's, bonds were issued 
5.5 per cent to 6 pe cent'smL“"'’ ' f™" 

a company s total capitalization, while nreferrerl srrvrai 
account for another quarter The fact rh.p r ^ ^ may 

companies have been in venera? u 1 , [ “""" '‘I “ 

panics on their bonds and prefe’rrTd*stock " 

the ^fference has accrued fo hoid^^rlrn”::!-1”' 

ntnch;;::!— -ived returns 

managers have every incentive m • • In this situation 

•TS “a- 

io illustrate, assume a utilitv witli n 

allowed a rate of return of 6 per cent valuation of $1,000,000, which is 

structure of |6oo,ooo bonds yielding 4 per cent "a^t ^ 

nterest will absorb.$24,000 of the return ^leavine $,6 stock. Bond 

d payment of 9 per cent, for common stock^ permitting a divi- 
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accordiniz to the various classes of securities issued, in conformity with the 
necessary cost of obtaining such capital. Thus, for example, the New York 
Commission on Revision ^)f the Public Service Commission Law recom¬ 
mended in ur.o that “for future investments the rate shall be fixed for bonds 
and preferred stocks at the market price received from the purchaser and 
that for common stocks the Public Service Commission and the companies 
shall agree upon a reasonalilc rate of return necessary to attract new capi¬ 
tal . But under the present law this scheme could hardly be applied to 
past investment and there seems to be little clTort to develop it. 

Finallv, the standard rate of return has been criticized because it offers 
no incentive for a companv to strive for greater efficiency, or to keep 
abreast of advances in tcchnologv. Commissions sometimes have been will¬ 
ing to reward special initiative in a clandestine fashion by not changing rates 
if a companv reduces its costs of operation. If commissions always reduced 
rates so as m pass on to consumers the full saving in costs of operation, 
plainly utility managers-and the stockholders whom they represent-would 
gain nothing from dieir efforts. As a result, one criticism of the regulatoiy 
system is that it has not provided as much incentive for reductions of cost 
as it should. Recent experiments suggest that it may prove to be possible 
to avoid the inherent defects of regulated monopoly by a manipulation of 
the return. Thus it is possible to calculate the earnings received in excess 
of a stipulated minimum return as a result of rate and cost reductions, oi 
of increased consumption, and divide these excess earnings between d.e 
company and its customers; the former would thus receive a larger yn-oht, 
the latter, reductions in rates. This plan has been used in Washington, D. C, 
since .924 and, with the aid of an alert commission, it has made an cxce- 

lent showing. 


OPERATING EXPENSES 

In n.l.lilinn to t. fnir return, a utility company is entitled to 'y 
cxiH-nses of operation-i.e., outlays for labor, materials, coal, oil, salane 
relttals fees, as well as taxes and an allowance for property deprecation. 
Sneb bpenses rani-e in tbe neit-bborbood of 70 per cent of total revenu^. 
This ineLs that accounts must be carefully prescribed and cbecked to - 
vent pailding of expenses, or to prevent a company from entering constiu - 
tion costs as operating expenses and at tbe same time egiimng tbem as a 

Idlion to tb'e lixelassL, or to re,ni. -y;”; 

charges for depreciation in order to maintain the scciiii y ( 
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But owing to a general failure carefully to anal)'ze the reported data, the 
opezating expenses as reported by companies are usually accepted as reason¬ 
able. If, for example, a commission docs strike out or reduce an operatino 
expense Item-such as excessive salaries to officials or fees to holding com- 
panies-it finds that the courts will not allow it to substitute its own itidn- 
ment for that of the directors of the corporation. Expenses usualH^ cannot 
be disallowed unless it can be proved that there has been fraud, or bad faith, 
or an abuse of discretion on the part of the management or the directors, 
^le commissions often have found themselves virtualh' unable to proxc 
that payments by operating companies to unregulated affiliates ere exces¬ 
sive or unreasonable. Other expenditures are usualh' carefullv Matched In¬ 
operators, who wish to widen the margin between'expenses'and rewenue; 
Even so, very little has been done to ascertain standards of operatino- effi¬ 
ciency which may be used in passing judgment on the efficiency of opera- 


FEDERAL REGULATION OF ELECTRIC POWER 

State regulation of electric power was supplemented hv the Federal 
Water Power Act of „ao, which created the Federal Powe^ Comn 

rods':::" ‘'--'op^rts 

to the Wes:'"' “'“T' ir»eK- 

ern states, and to the present time the total potter covered'’ bv 

>uch licenses is but a small portion of the entire power dcwpl • ^ 

:ount,y. Since iB creation the Federal Power Con,mission haslriro,' :: 
ver rates, service, accounts, and security issues nf el r • ' 

vhich did an intrastate business and Wnr^utedl 
>r which carried on interstate business. But even dais limited ^ ’ 

■igorously exercised during the ipzo’s by the three c 1 
omposed the commission. In the main the comm' ■ ^^'iil^ers M ho 

pon the merits of applications for licenses andTasremr^' 

^ent in construction of licensed projects. In io,n r 

ommission upon a full-time basis. With rh ' d established the 

’hose economic and political vicM-s were pr^gmslyrtLlorniis'’ 

''”pr^/LTo^the^'^''' ''' ''' ^^g^hatory authorhr'''” 

rnor to 1935 the electric utilities as a wtinir. , ' 

deral government in any important respect- u'tiUn/™" 
clusively the province of the state commissions Bufel 
becoming interstate in character, 
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zin- the existing regulatory methods and was leading toward a re-drawing 

-)f rcQ'ulatorv pou'ers. _ 

Since about 1910 advances in large-scale generation and long-distance 

-ransmission of poaver have made it profitable to consolidate large segments 
of the electric post er industry. Obsolete and tmecononneal generating plants 
in small tomns teere abandoned and service avas supplied through substa¬ 
tions connected avith large poaver stations. Costs of operation were mate- 
riallv reduced. The quality of service avas much improved, and higytension 
lines avere extended to numerous communities hitherto avitliout electiicity. 
As generating and distributing techniques advanced, the area of integration 
grew wider so that it became common for single companies to serve scores 
of localities over a as ide region. The next step avas “ 

systems in order to interchange poaver and thus reduce investment and 
operation costs, as well as to minimize hazards of brealt-doatns in pa 

“:i.onnections crossed state lines. Poaver was generated in one state 
and consiiined in another. The proportion of iiyrstate P™ “ “ 
variously estimated by dilTerent authorities, but all agree tha u > 

leachyearluri^theiqVwllvmf^ 

:i,:i:i ^aler;: ^.,1^01, avas even greater. Since then, the interstate 

flow of power certainly has incicased. , ■ r inpcrcnre 

Mow far could state conimissions go in regulating puces o 
electricity' rl courts held that comiiiissioiis could icgulatc mterstate 

trol the retail price of ekcti icily '"'P"^ bringing such electricity 

not, in so doing, ascertain and control the costs ming g 

into their respective states. ,„,„missio„ could fix the price 

•n,c cnieial question avas av^^e . ^ Though 

11 CoiLssI. Mid. I Pvavet Survey, 

PI’- . . r VI /r. Uland vs The Attleboro Stem trihl Electric 

" ruhlic Service Comvimiov of Rhode Island vs. / 

Company, 273 U.S. 83. 
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HOLDING COMPANIES AND THE POWER INDUSTRY 

The crowning defect of regulation by state commissions was that stare 
authority was not commensurate with the vast web of holding companies 
that had been spun during the 1920’s. Essentially, a holding conipany is one 
which through the ownership of voting stock is able to exercise some con- 
trol-directly or indirectly-over the policies of subsidiary companies.’ Such 
companies have been developed for a variety of reasons, chiefly to assist in 
financing, in combination, in control of construction and of management 
contracts. Once organized, such holding companies proved to be exriemelv 
profitable for those in control. Hence expansion continued, and in the i92(/s 

there was a mad scramble to acquire both private and municipallv ow ned 
properties. ' 

_ By 1924, holding companies had come to control through operatinn sub¬ 
sidiaries about 63 per cent of the total energy generated by^privately ou ned 
unities; by 1929, they controlled 82 per cent. Combination amona holdina 
companies further concentrated control. Whereas in 1924, the seven laroes^t 
olding companies controlled 42 per cent of all electricity generated in mm 
three groups alone controlled 45 per cent.^ These holding companies how¬ 
ever, varied widely in the types of systems which they had built up.’ Some 
operated solely within urban areas; others stayed within regional areas; the 
hddings of some were far-flung, comprising in some instances well- 
rganized regional units as well as isolated holdings; still others had scat¬ 
tered holdings, most of them isolated and not interconnected. Holding 
mpanies also differ widely with respect to the economy and efficiency of 
management, their financial practices, and their attitudes to^^'ard the public 

While the holding company is the embodiment of a sDecnhrivP ^ 
motive, it must be credited also with some advantav s from , ^ 

asetuh management contmcK^ 

through proxies. ^ ''^’^mg-trust agreements, control 

, ^Summary Report on Utility Corporations Federal Tr.ri r • • 

7^A, pp. 36-38. After 1929, some of the larger system! f ^ 935 , Part 

up. The amount of electric output controlled^bv th f ^ 

from 76 per cent of the national total ^ declined 

Federal Power Commission, National Power Surv!y ^p *’ 
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simple rtpcn accounts or notes, or more permanently in exchange foi 
(ipcratino-compaiiv srochs and bonds. These securities might be resold by 
the holding companx' or used as a basis for the issuance of its own secuii- 
ties. In either case, the operating companies have been said to benefit by 
obtaimnn- capital more quickly and at a lower cost than if they were com¬ 
pelled to secure it xx itltout such aid. Investors may benefit from this piocess; 
hoklino-compaiw securities represent a more diversified investment, with 
possibly less risk than those of scattered operating companies. 

Major holding companies developed departments for construction, .serv¬ 
icing, purchasingrand research.’ Thus the best construction, newest facili¬ 
ties,^ind most efiicient operating practices were made available to operating 
companies. l'inall\-, the operating properties acquired often could be inter¬ 
connected or actuallv merged in order to gain the great economies of large- 
scale production of ■electncitv. Umiuestionablv, consumers have benefited 
consideral.K' through the work of these organi/ations in the way ot better 
service, fionsiimers have benefited also to the extent that such savings from 
financing, service, and integration have been passed on to them by forwarc- 
lookin.r^managements or l.y virtue of the regulatory process. 


PROBLEMS RAISED BY HOLDING COMPANIES 

While holding companies contain (he possibilities of benefit 
v«„rs „„.l ensumns, ,1,. .|.csn..n is prupcHy whether titese p..ss,h,ht,cs 
luve been fnlly resh/e.l, sn.l u hether they Itnve n„t hect m.>re tie,,, e.it.ntc,- 
,i„, ,,,|s „f h,.l.li„p e,„„psnies. Of tlresc evils there heve kc, 

severni ' l i.e fees ehnrye.l I., suhsi.lisries f..r eo.tstrttet,..,, sn.l ttienngcnient 

serviees „f,e„ letve he,',, es„rhi,„„t, i„ view „f the „eeess,„y 

plyiim the serviee. Tlte tei,ipl„li"„ ehei'ge fo, ,limtetss.„\ t, , 

..-'rhct™: 

C..r-i 

profits out of the electric service, over and above a fan letuin i 

Anotlier evil has been the practice of improperls' “writing up” the book 

, SfK l. .lepwinienis we sofoeliines ... eoHee.ively or i-ulividiially ns scpnrntc 

suhsi.linrv < oiii|)',inies. „„„.Uviletl in the Suiiniuiry 

■ hhr evi.l...er .. th- V„ls. 

lirlwri of tlte Kedenil I nule (.oinniissioii (lulwil on Ulil, y 
nnd 7 iA). 
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value of the assets of the holding companies and their subsidiaries^ It often 
is said that increases of asset values through manipulation cannot affect cus¬ 
tomers whose rates are determined by the rule of fair return on fair value 
of actual property serving them. None the less, there can be little question 
that such financial overloading does ultimately affect rates, service, and sta¬ 
bility of investment. 

Another practice, similar in origin and intent to write-ups, is the manipu¬ 
lation of accounts in intercompany transactions so as to create paper profits 
or to hide real profits from regulatory agencies. Shares, service, and prop¬ 
erty may be transferred from one company to another at artificial prices 
v^ich are not determined by arm’s-length bargaining; the “original cost” 
of a property to the acquiring utility may thus be artificially enhanced for 
rate-making purposes. In such transfers holding companies usually are the 
. beneficiaries. Finally, consumers have not benefited from integration of 
operating companies to as great an extent as possible. The competition for 
operating properties led to many acquisitions without reference to eco- 
nomic or engineering considerations; many system maps disclosed a crazy- 
quilt distribution of properties. ^ 


THE PUBLIC UTILITY ACT OF 1935 

The need for regnladon of holding companies was emphasized and 
g.ven support by the coming of the depressi«. Operating-Lrant " 
comes stopped growmg and declined; holding-company income^ mdted 
away, m some cases, so rapidly that failure! ensued.! 1!“^ tee! 

aTplt! dividends dis- 

ppeared. The combined forces malting for reform could not be stooned 

inter“ts Om ot“ “''"T ™ ‘he utL; 

passed'Ltte counterproposals Congress finally^ 

“The Public Utility Holding Com^ry Zl 

A write-up is an upward revision of the book valuP nf 
The extent of write-ups depends upon how much the m ^^'^ts. 

accountant) estimates the capitalized value of nm ^ (rather than the 

the ^ount of securities which the public can^be'peKuadedTbur 

"lost notable was the InsuU crash earlv in fh,> rl • ^ 

the huge Associated Gas and Electric System wenttm'’’'™' 7 " "“"'‘x (.940) 

went into receivershb. 
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publicized control and eradication of holding companies. Title II, “The 
Federal Pom cr Act," regulates the interstate power systems. Each of these 
w ill be described in turn. 

Title 1 : The Holding Company Act. dhe act vests the Securities and 
Exchantie Commission w ith power over interstate holding companies (both 
eras and electric) and their subsidiaries and affiliates. The law defines a 
“holding company” as a company that controls lo per cent or more of the 
voting securities of a utility company or actually controls it with even a 
smaller ow nership. Such companies are required to register with the SEC in 


order to identify themselves. 

Several sections of the law arc aimed at the elimination and prevention 
of those evils of holding companies that have been found to be contrary 
to the interests of investors, consumers, and the public geuerally. In the 
first place, the SEC is to control the issuance of new securities by holding 
companies. A proposed issue may not be sold unless the SEC finds that it 
is of a type suitable for the capital structure of a holding company. The 
issue must also bear a sound relationship to the earning power of the issuer, 
and in general must be satisfactory from the point ot view of the com- 

pam’, the investor, and tlic consumei. 

' In tliu scnnn.l plate, hnlJini; or snIisiJiary eon.pan.cs may not acq.me 
,|,e assets or seenntics of other con.pattics, or any other tntcrests m them 
u ilhotit the approval of the .SlfC. Aequisittons cannot Ite anthonact y 

... complicate tttili.y systen.s or interfere with sm.phhcatton of stt m- 

inres The SlfC has l.roaci |>owers over intercorporate propcity tiansae 
so as' to prevent propet ty “w rite-ttps” or otlier (inancial ntampnlattoits. 

l ittally, reports ami accoitnts are stiliject to control, Speett anon in 
seennties of the companies liy their officers ami .Ureetors ninst he repotted, 
an,I anv short-term ptclils must he torned over to the company. Intetl.K s- 
inp cotb'ols lietween hol.ling companies ami hanking or 
.are prohihitetl. An attempt is made to netttrahve the “ 

hol.lntg companies hy prohiln.ing political co.ttrtl.nt.ons, and hy icqtt „ 

ilic rciiistration of lobliyists. 

it law moves to simplify capital and corp,irate stniettires o lu.ld ^ 

a nnipanies. ami to proniolc the integration of their Pyg;; C;,,. 

“iiw> fornoratc structuic oi continucu c 

.E 

,i„ns of each registered holding-company system to . s.»ile * 
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public utility system, whose utility assets “arc physicall)' interconnected oi- 
capable of physical interconnection” and are confined U) a single area oi 
region (in one or more states). The SKC is instructed to issue- orders to 
effectuate this policy. The commission may allow exceptions to the rule ni 
a single integrated system where its rigid enforcement \could cause unneces¬ 
sary hardships or would not effect any economies, or when all the addi¬ 
tional systems are located in one state or m adjoining states. In an\- case, 
pyramiding is limited to the second degree, i.e., only mie holdino-c<.iiipan\ 

layer can intervene between a top holding compain- and at; nperatm:. 
company. ' ' ^ 

me II: The Federal Pou-er Aa. The Federal Fnuer 
given broad authority m all those matters concerning interstate transmission 
w ich have been beyond the control of state commissions. Interstate oover 
companies cannot issue securities unless the FPC finds that their sale is rei 
sonably necessary for some lawful purpose. All rates and charoes for mier 
state enerp s all be just and reasonable, and if thev are not. die I P ” 
& rates for the future. The FPC may help the state eoniniissions ui n't 

pZlTcLu' anil transmission be 

»Ta Z " " -"'-..y 

The FPC is directed to divide the country into renionil districts f „ 
he yWy interconnection and co-ordination of poever ficilities It i 

tteenThelisZZrZr- i-ercon„ection ee i'thin and 1 ..: 

only when hearings made upor“L"rectieZf“a‘'r/" 

utility operator show that the action is in the public in^erer i™?"'" f' 

contrX“ZFpZFTrZZfe“'Z pZrjver 7 

rzxrz:z:zrra" 

based upon present and future power souZf Id 

probiems in federal power reguution 

The passage of the Public Utility Act of , 
an attempt to solve a set of difficultTiroblems '''' 

■Stration of the law, particularly that nar Tit 7 

- - -o c?;r;r.rivr 
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The registration requirement and the “death sentence” have both been 
upheld by the Supreme Court, but many details of corporate reorganization 

have still to be worked outd 

Leoal, economic, and political forces will affect the determinations by 
the SEC and FPC of the lines of policy they will follow. The federal com¬ 
missions, especially the SEC, will face many difficult problems, as the stand¬ 
ards set up by the law are necessarily general. Practical meaning must be 
given to many vague terms. Thus far the ^ SEC has been feeling its way, 

especially in applying the “death sentence.’ 

Thouoh several utility s> stems had taken steps to conform with the 
integration provisions of the law, the main drive to enforc^he law vi^s 
begun in 1940. While its policy even yet is not fully crystallized, the SEC 
now interprets “single integrated system” to refer to a compact sys«m. 
Thus it docs not allow widely separated territories to be included in a 
“single system” even if they are physically interconnected. It thereby dis¬ 
courages the uneconomical construction of transmission lines. It seems likely 
tlut std, f.r-llun. clcnric ns the Occn ic Bo„cl nnd Shnre system 

,,c i.. c„mpsris.m systents «:r„r 

rcci..n s„ch as titc Niayata I Itulso,, C<.rp.iration (in New \or s Statp or 
,l,t Consolidated I'dison Company (in New ^'orlt City), wdl be little a - 
fected by restriction to a single regional system. __ 

Stinic Knotty ptolileins arc raised in the rcgti amm "f -- 

Olivioiisiy, earnings, present and future, rest upon tie Z" ” 

SIC Ins not .lisapproved seeiirity issues on the ground that esi tmg rates 

are 'unieasonalily high; if it did so it would in elfeet "-'"'H 

what the ones be as aga,,« ^ ^ „t 

X; Ih^s!!: tates protect snel, earnings might 

otenr At hL.ni the ,irohleni arises heeiuisc tliere ,s a 

I „,;,v issues Yet to the present tune, the SIsC, has 

-It; If) rates anil seciiiity issues, lei, i [ 

a - issues that have come before 

l:;,!;;'har::»:e:;';^w;;:!;,i; :.f ..nng issues, intended ,o .ednee 

""“o:,r‘:;:ole, wnne the Meath sentencC l-™-dings Inve Uen in 
aheyance. important changes in the otganiration and practices of h Un g 

:r:f:r:,t:'::iit.“r -ibb ..nH defy .1.. 

rnforccincnl of tlic hiw, 
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ipanies have been effected bit by bit, by the SIX:, riuis in its conrrol 
X'urity issues, it has tried to rc(]uire sound standards of lin inee and inafi^ 
nent. It has endeavored to foster rlie ecyiitable distnbuiion of \ntinu 
er, to reduce underwriting spreads, to introduce conipetirion in die 
<eting of securities, to air thorouphly all plans for financial oi-ani/a- 
Control of service companies and conrraers has been pushed so as to 
- available standardized and complete inforinarion on costs. I loldiii" 
panics thenrselvcs have been required to adhere to a st.mdard s\s,uu 
^counts prescrilied by the SlsC. In doing these thinps, however, the 
cannot repair all the damages caused by unsound eorp.,rate flnaiK inu 
promotion in the past. Investors cannot expect reparari.m foj- losses- 
^uch losses cannot be laid at the door of the SIC. Hut ,f remilanon’ 
xessful, future investors will be protected from the abuses .,f the pisr 

n coiicius.on It may he .ilxscrvcal that puhlic teeulatiun ,,1 .. 

)ecomc by th,s t.mc a uni<|uc c,„„hinat„.n nf achieve,,,e„t, eeperi- 
ition, and pohecal tcntat,vcncss, « iti, a host of i,„p„„de,..hles eloste,-. 
bout eag rf these conditions. Amono adtievenenrs, the ,i,st ,„d 
s may be the rceogn.t.on titat so„,e i„d„st,-ies ate -„a„„al n.onopo- 
these mdustties ate “affected with a public intcest,-' and so 
-t to ieou|at,on by the state. Othet achieveneuts consist of ccl, ,r I, ,, 
earned thtoitg], the ceascic.ss c.vpcti,nentation-,nt,eh of „hich mac 
accurately be called tr,al and errot-i,, how to seetite foi- the ttubhe 
vantages of monopoly „ ithout its disadvantages. Political tentatit en ■ 
s backward into the past-where it ,s retlected in unstable, often uti" 

1 , public pohees-and forward into the future. Pol,rid tent, tic a, 
e future may be summed up in three general puestiotts. 
policy be able to protect the public aqainst the Ivirmfi.l s r 
to y power Md at the same time, tnaintain he cotulitiotis under w hi:h 

eds ofThrp^;!:;7f;''“ -p--'- 

t be extended to fields of indtrtrm'h'lci, ido^'™ 
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TION FIVE 


CONFLICT AND 
CO-OPERATION AMONG 
ECONOMIC GROUPS 


lODUCTION 

People lend themselves to highly complicated schemes of classification, 
person has measurable physical attributes which may be classified by 
opologists, geneticists, and physiologists. Each person also may be put 
I variety of categories because of the interests he has in common with 
people Thus a particular man may be a husband, a father, a skilled 
amc, a Presbyterian, a Mason, a Democrat, and a member of a choral 
y, a bowling club, an automobile association, and a labor union He 
nay have tastes and hobbies that are peculiarly his own. But his major 

Sts and most serious problems, as a member of society, are those that 
s in common with other people. 

individual participates-as worker, manager, capitalist, consumer 
two more of these ways-in the activities that collectively make up 

of the economy and by his own position in it. The way a pLon 
Imng and the kind of living he makes obviously are of tL Teatest 
ance to him and his family. From a technical poinf of view economic 
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interest in any person’s relation to the economy at large is a double one: 
we are concerned both with what the economy does for him and with 
tuhat he does for the economy. These purposes can be^ served better by 
studying the interests and activities of particular economic groups than by 

studying those of separate individuals. 

The groups studied in this section-wage earners, farmers, consumers, 
and the poor-appear to be the most important for our present purposes, 
because they embrace large numbers of people (the category “consumers, 
of course, includes everyone) having interests in common; furthermore, the 
problems pertaining to each of these groups ramify throughout, and are 
Extensive with, our entire economy. The only other group of comparable 
importance, suppliers of capital and credit, are studied in other chapters. 



\PTER FOURTEEN 


Labor; markets and control 


The American economy has undergone man\- chan<>cs durint> irs his- 
One great change has had far-reaching effects upon the character of 
ibor market. According to the first census, taken in 1790, the o^■cr- 
ning majority of Americans were independent, self-employed pro¬ 
's. iVIost of them were occupied in agriculture. One hundred and fifty- 
later, when the census of 1940 came to be taken, less than one-fourth 
Americans were engaged in agriculture, and only a small proportion 
self-employed in other occupations. More than three out of e\ er\- four 
ns who work for a living now do so by selling their time, enemy and 
o some employer. It was shown in Chapter 8 that wages and ^salaries 
nt for about twm-thii'ds of our national income. 

:mployer-empIoyee relations have come to rank next in importance to 
^ relationships. When people work for themselves and sell the product 
-ir own labor, there are, strictly speaking, no “labor problems.” But 
they serve others for money, conflicts of interests arise betw een 
ms who sell labor on the one side, and employers who buy labor on 
her. The conditions under which labor is employed in a competitive 
. leave considerable room for discontent becaL'of the natural desire 
concerned to secure the largest possible share of the national income. 

IIS SAIE IN THE MARKET MAKE lABOR A COMMODITY’ 
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World War 11 manufacturers of machine tools needed the services of many 
more pattern- and die-makers than ^vere available, with the result that 
people having these skills received relatively high prices for their labor. 
Yet a few years earlier (in 1952, for example) the supply exceeded the 
needs of employers, so that wages x\-ere quite low and many pattern- and 
die-makers were unemployed. 

But, as in all markets, supply and demand not only determine the 
prices of labor; they are in turn decisively influenced by these prices. At 
a w a*m of ninety caits an hour in a certain community, uvo hundred men 
mav be willing io ^^ ork as ditchdiggers. Should wages be raised to two dol¬ 
lars an hour, how ever, the number of people desiring to have such employ¬ 
ment Mould probably increase greatly-perhaps to several thousand, since 
diu<Miur ditches Mould bccoine more attractive than many alternative occm 
pa^iions paN-ing less than tMO dollars an hour. Employees, too, 
l,y M-age changes. At ninety cents an hour, they may find it profitable to 
employ one thousand Morkers, but at tMo dollars an hour they may be 
M ailing to hire only three hundred. A little reflect,.m makes clear that thes 
eharacteristics of supply and demand i,t the market for W)or m_e s.nular^to 
those of any ordinaiw commodity sold in its omii m.uk . - 

ether similanties Mhich sometimes justify the discussion of laboi as 1 
eerc a commodity no different from automobiles or hats. 


Ml 


INADEQUACIES OF THE COMMODITY CONCEPT 

Ii,„ ,|,e,x- nls„ i.n|„Mrnnt dilIcc.KC, hetween labor 

f„r ..niy a limited tiii.c, ami past time can never be icca ct. 

.icrbiiilL'::;:i;;cs ^nds... .ask ...ade diflicu.. 
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LABOR: MARKETS AND CONTROL 

he individual desires and peculiar habits of those he employs. In the 
af his services, the laborer frequently has an idea of a “fair wage” \\ hich 
elieves that he needs in order to live decently. He seeks this \v ithout 
'd to the supply and demand situation, and is discontented if he docs 
^et it. The human worker, in short, introduces a degree of rebellion 
irrationality—at least potentially—which vastly complicates the buyer- 
relationship in the labor market as contrasted with the relations be- 
n the men who buy and sell shoes or radios. Almost all modern social 
ation dealing with labor conditions is based on this noncommodity 
t of labor. 


THEORY OF THE FREE LABOR MARKET 

The function of the labor market is to bring together buyers and sellers 
)or services. Once brought together, however, the parties must enter 
;n agreement governing the use which the buyers can make of the sell- 
nergies and abilities. The principal condition to be agreed upon is the 
which the employer is to pay the worker. In return the latter agrees 
rform certain duties, usually for a fixed period of time. Thcoretiailly, 
orker agrees to work when he pleases, where he pleases, and for w hoin 
^ases. This follows from the principle that he is free to seek his ov n 
iterests. In theory also, he competes against all other workers M ho are 
rly striving to make the best bargains they can. Each employer is, at 
me time, seeking to obtain the services of labor at such prices and in 
quantities as will maximize his profits. The theory of the free labor 
t also holds that all employers are competing against each other, and 
his competition between employers on one side and M orkers on the 
determines the wages paid for each kind of labor service. All em- 
•s willing to pay those wages for some amount of labor services M ill 
the workers they require, and all Markers with the needed qualifica- 
vho are willing to accept those usages will be employed, 
n ancient and traditional guiding principle of our legal system is that 
J contract, which m this connection, simply recognizes'the right of 
lud empbyers and workers to reach agreements unhampered by out- 
.rces. The principle assumes that the force of competition on the 
arket results in the best bargain possible under the existing dreum 
1 any interference, therefore, would work out to the detriment of 
™yr and employer, and also to that of the community. If we re 
r that this reasoning assumes equality of bargaining nower on , 1 ,» 
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sides, and the presence of alrcrnativc choices of both employment oppor¬ 
tunities and of labor suppU’, the conclusion ^\■ill not seem unreasonable. 

It is out of these concepts of self-responsibility, self-interest, and free 
contract, touerher Math the undcrl>-ing axioms of competition, that the 
theorc of the free labor market is constructed. They arc basic concepts of 
the laissez-faire, or individualistic economy, hot a correct understanding of 
the American labor situation, hoxvcvcr, xve need to examine the conditions 
that actualU’ exist and note the extent to x\ hich they conform to, or diverge 
from, the ideal free labor market. It probably is obvious to the reader that 
many of the realities arc (itiitc different from .the ideal. But it will help us 
to comprehend the actual situation under xt hich labor services arc bought 
nnd sold roda\’ if v c use the foregoing generalized account as a norm fioni 
whid. t., „.cnM,rc divergences. M.neovcr, nn.ch nf the legd, eennomte, and 
political thinking nf the past centuty and a half has proceeded fiom tie 

jireniises staterl above. 


THE CONTEMPORARY LABOR FORCE 


I ,t ns noiv ev.nnine the lahnt market as it es.sts and operates wdav. 
The eon,positi..n nf the labor force, and the h.stnncal changes that h.ive 
ocean-red in ir, Mere descrihe.l n, Chapter Accnr.hng to the censt s o 
,„,o there evere more titan llftv tntllinn Antencans tn the nan.ms ktht t 
;,;T !i„rn.g the eeeek of March r.,-,o, t-Ho.- This tneans that ahottt net. 
o,„ of everv live Antericans either ivere avnrking ehtr.ng that week nt ir e 

'“"'"inlrirnr force referreel tn ahove Mas not cnntpnse.l 
f;u t are ihemselves emplojcs. U they 

' :::;r:ttkiit'n»ilv'rATkiiM ^ 'kiiinyo. n, 

■' " ' I,1,,.,- are elassilie.l aee-nr.lit.f to ,.ee..l.at,„t. 

...... 
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pers would find it advantageous to leave their present occupations and 
[ jobs working for others. 

But even after allowing for a large amount of self-employment, it is 
r that the overwhelming majority of the American labor force, approxi- 
ely thirty-five million people in 1940, work for others in some capacity, 
s includes such diverse groups as fruit pickers in California, salesgirls in 
.V York City department stores, government clerks in Washington, steel- 
•kers in Pittsburgh, and others engaged in a great variety of occupations. 
The census groups wage earners into four large classes: (i) clerks and 
Jred workers, (2) skilled workers and foremen, (3) semiskilled workers, 
(4) unskilled workers. The first group, which includes mainly “white- 
ar” workers, has gro^\m steadily in numbers and importance. The mem- 
i of the other three classes are usually considered manual workers, al- 
agh many of them have jobs requiring a high degree of alertness, initia- 
, and intelligence. Between 1910 and 1940, the importance and number 
killed workers and foremen increased both absolutely and proportion- 
. Even greater increases occurred in the semiskilled worker group. At 
bottom jf the scale, however, the number of unskilled employees showed 
arked proportional drop and even an absolute decrease in numbers dur- 
this period. The explanation of this last trend probably lies in the fact 
: machines are continually being developed to do simple, routine jobs 
he type performed by unskilled workers. Although unskilled workers 
constitute the largest single group within the labor force, it is prob- 
that their number will continue to decrease. 

CHANGING OUTLOOK OF WAGE EARNERS 

A transformation is also taking place in the habits of thought of many 
erican wage earners. The existence of a large, permanent wage-earning 
ap is a relatively recent fact. Throughout most of our history, the status 
vage earners has been regarded as a temporary one, to be discarded as 
1 as one had saved enough money to buy a farm of his own or to estab- 
an independent business. In America a worker is a capitalist without 
ley,” the proverb ran, and throughout the nineteenth century many 
kers struggled to free themselves from the wage-earner status and gain 
lomic independence, often with success. 

But with the disappearance of the frontier, the opportunity to become 
rmer on free land was brought to an end; similarly the growth of large 
unes and the ever-increasing dominance of large corporations have made 
tively fewer opportunities for independent economiV 
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todav are resisncd to permanent employment by others. Much work is of a 
kind that lead; to little, if any, advancement. When it is impossible or very 
diffieult for a man to rise above his original circumstances, we say that there 
is class stratilication; such stratification is particularly rigid when member¬ 
ship in a particular economic class is customarily passed on from parents to 
children. Stratification has existed for many years in parts of Europe, where 
ir has contributed to the rise of Conimiinisni and other radical 
American class lines are by no means hard and fast today, especially in the 
sense that children have abundant opportunities to escape fiom t« ec - 
Zic stratnii, occupied bv their parents. But they are, or each individua 
less fluid and passable than they were in the time of the frontiei ai 
heyday of small business. 

THE STRUCTURE OF LABOR MARKETS 

The theoretical “free labor market” svas sketched earlier in this chapter 
The actual labor market has many ”iiiipei fectioiis," ^ 

the growth of govern,..^ - 

perfections are unit. In a perfect 

like many commodities, is not a im. ^ 

market there is hut one price Un a gn • vary nwterially for such 

niills and factories, wages for the same y o. v o . . > 7 ^ 

reasons as sex, race, and seniority, as well as - 

(,f workmanship. Again, undei com itions o \ j j no 

htr of 1,0,1, buyers and sellers of - ;y'y;;^;:;:he niarkcr pr« 

single buyer or seller could exc.t a signihc. 

Hut actually, the mimbei o >i > • ‘ ' i finely, kirgc-scale ein- 

ing in relation to the ""'"'’y " omt'rary to the as,su,nption 

plnyers have a great influent workers as sellers of labor, are 

of the theory of pure competition, me ivu opportunities. Em- 

usually very poorly informed o mai (c c i.cicvant information, but 

,,„yets ty,lie-ally arc inncl, I.etter c-i,nippy w t '- 

Lep it conlidential. And last lint not ;> y'';y J/,,, b,,^ Adam 

a perfeet niarket-any cnihisi.in y" b ^ cnLtained no illusions about 
Smith, as long ago as the eighteen i y „ 

,hc actual state of nlfairs. ''//“"’"'yyyX'yh,frc.,ncntly of those 
lias heen said, of the com ’“'''"""y’ ^ Biis account, that masters rarely 

„f wiirknicn, but whoever imag ■. 1 „|,vays 

ciinlitnc, is as ignorant n ^ ic wot combination, 

and everywhere m a sort ot tac , 
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to raise the wac^es of lalxjr alcove their actual |i.c., i^oingl i.tte. And "I 
irsc all labor unions represent an attempt at cmiibinaiiDn oii ilic p.iti ''i 
ers of labor services; to the extent that their cflnrts arc siiLLc^stul. 'In 
iditions affecting the market supjdy of labur services also fail lo ascoid 
h “pure” competition. 

Thus far, our examination has been concerned with ihe labm' mail.ci. 
d, of course, there is no one labor market. An emplo\(, r luns r n ic' oi 
e “labor”; he wants a carpenter oi- a stenogiMpiicr or some iiiln.r pn- 
alar kind of worker. If he neeals a mechanic, a i \ pisi w ill iim d<c n.. m u- 
how skilled. It must be recogni/ed that tliere aie dilieicnt Iabnr m h IaIs 
different t\'pes of workers. Onl\ tor the lowest pud, iiimo niiskdled 
rk will 17//}' worker do; tor most jobs special naining and espei ieiiee aie 
ded. 

^GRAPHIC AND OCCUPATIONAL IMMOBILITY OF LABOR 

Each labor market has its own geographical area. It ,in electiician In 
ttle needs a job, it usually docs him little good it iheie is .ui emplowi' 
Dallas w ho needs such a worker. 1 lence we must consider the spa^e ai ea 
a labor market as well as the r\'pc of labor ser\ ices bouuhr and sold in it. 
ce the United States is a large countiw iti w hich there are tiianv diiiei ent 
ds of workers, there is necessarily a large number ot indiv idual l.ibor 
rkets, in each of which there arc special conditions of supph and de¬ 
ad. This is illustrated by the fact that in the early statues of our war 
art airplane factories in Los Angeles fouiul they could tint yet skilled 
ehanics even though there were a large number of imemplov ed persotis 
:hat city. At the same time, qualified mechanics were walking the stiecis 
Detroit eager for jobs, but unable to get any. 

In the past, most labor markets have been rather narrow, 1 iisr, a 
rker who has one kind of skill and experience cannot easilv acquire the 
ning and skill needed for another kind of job. Lhis is true ev en if the 
nand for his abilities is low' and he is unemployed, w bile the demand for 
scond type of labor is great and the supply is insutlicienr. W'e express 
i by saying that the worker is finictio/mlly or ocL-iif\uioihiIly iDnuobUc: 
cannot change easily from one type of job to another. Second, most 
rkers are reluctant to leave their home surroundinos even if they arc un¬ 
ployed and know of a job at a distant point. Elcavy money costs are in- 
ved in shifting one’s family and household belongings from one part of 
country to another. For these and other reasons, workers have usualK' 
;n geographically immobile. From the employer’s point of view, it ofrm 
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more onxLiMLnr lo hire hihor from a nciohl.oring area. This is quicker 
and mneh less e\}xnsi\e than attempts to per workers trom a distance. Fi- 
nalhe. lahor-m irket inlormation usuallv does not extend beyond a nairow 
area, so thai emplo\ ets and w orl^ers in one place ma\- know' relatively little 
about ihe situation in the corresponding labor market ii.e., the market for 
the same kind of skill) in another place. 

DEMAND AND SUPPLY IN MARKETS FOR LABOR 

Altl«.„!;h tlKiX' MX pruarc empUccra all ..acr the country «ho ciirploy 
w orkers in nun,l« i-, lancinp fn"" one to half a million, there ,s eonsKlerahlc 
oeonraphical eoneenttaoon ..I tlemaml. In .pit, for i.wance, some tavo hnn- 
dteai hmhlv natinsnaal .onnoes. out of ,he total of ntote than datee thonsanJ 
eonmie's ,n the Cmtetl States, eontatnetl ahott, pt per eettt ot all the tnamr- 
fa.tatnn.. johs ,n the ...tintra, M.or of these avere it, the Neae h trgland 
Mi.l.lle'xtlami., an.l last North (entral stares. (a.nstrnetion, tttue am 
l„-ofess,onal sera tees h.ta e smttl.tt -althoogh less ^ 

aa h.le even aatth regarel to fartn lahor there ate a leaa areas, stteh as (.altlott , 
i.i„nda, m which emplovmenl is hcavilv concentrated. 

I |„- .on.entratiott of .letnan.l for lahor in a relartvelv stttall ' 

loans also is eatretnelv stnmii.anr. In t„t7, fearer than , per cent e he 
ttatton's pr.. e tnph.a ers, ea. h entploaattg tnotm ' 

ers, hire,I ha p,a , ettt of the nattott s aaatge eatmts. I '' V. . , 

tlif Sot ill Seem it\ih';ird for'he postwar ye.ii 1945, titet • 1 

me titirtl, eta,; .heal largest . . ..Ma.'-M a-l - 

... of the total nttttther of reponttrg hnnsl yy. ‘ J 

ms.-t oral! aeon,..yyy:'':'::: d;h:i:s'.i: detnane. 

,onion |.. ealnatte tt, tttattv Im al tnatlols. In ntttpl.ivers, 

notnes front only one eattployer. In others iheae ate ^^.1 ^ 
at„l these, ... hn's' nttmanttpettno lahot , eeo . . 

toae tts in the Sotith, tttnl aartotts P'"'''py'| ,,„neenlratiott of eietnatltl. 

nnttittg are,.s are eatretne 'y""l'^ notnpet it ion helaveen eat,plovers 

In sttt It stttialtotts thete tn.ta klo-nvttive hut to avnrli on 

of lahor. 00.1 'hr ' n, ihe ... The 

..rt r , ..mitttons '"y ' , ; mt ... » hnslt a„el the 

I,;::-;;"-.::-:i;:i:::;ioeri 

:::;y,:!:':,t::r;:;::«™r','-;-^ .. 

botli World Wars. 
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In the absence of collective bargaining, the supply of ^abor consists of 
try separate individuals each offering his services to the highest biddci, 
ject to advantages and limitations of skill, geographical location, the law', 
I other factors. Under these conditions competition is likely to be mote 
ive on the supply side than on the demand side of the market, so that the 
ividual worker, bargaining alone, is in a precarious position. Competition 
itense because the worker’s scheme of life centers about his job, the main 
rce of income for himself and his family. 

MCTIONS OF LABOR MARKETS 

Each labor market should operate so that: (i) every employer who 
ds labor services of a certain type can get them quickly; (2) every cpiali- 
1 worker who wants a job can get one quickly; and (3) wages and other 
iditions of employment will be acceptable to all who give, and all w ho 
ept, jobs. Two functions of a market are involved here: bringing work- 
and employers together and determining the w'ages and other conditions 
ler which the w-ork is performed. 

How do employers and w^orkers get together? Actually, they get to- 
her in so many ways that it would be impossible to catalogue them ex- 
istively. We can, however, enumerate a few of the most important. One 
thod is through personal acquaintanceship. When a vacancy occurs, the 
ployer may put up a notice, or may ask some of the workers whether 
y know anyone who can fill the position. Sometimes the employer, or an 
cer of the employing company, know^s someone who is available. From 
standpoint of getting a job (in contrast to getting a worker) a variation 
the latter method is sometimes referred to as “having pull.” These once 

te, and perhaps still are, by far the commonest methods used in fillino- 

s. 

Today such practices are frequently condemned as unscientific and in- 
cient, and as being the all-too-common cause of square pegs in round 
es. Increasing care is being taken by employers in selecting workers. As 
methods of making original contacts with applicants for jobs, more and 
re employers use public or private employment agencies, or advertise in 
press. Private employment agencies, which usually charge substantial fees 
their services, annually place many thousands of workers in jobs. Public 
horities regulate and license such agencies in order to avoid abuse and 
ad. Employment offices operated by unions, employers, and benevolent 
:anizations also help to bring employers and workers together. 
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Many maladjustments in labor markets are the result of incomplete in¬ 
formation about the supply of uorkers and the demand for their services^ 
This yas clear durimr World War I, tvhen the government had to establish 
public employment ^offices managed by the United States Employment 
Service in order to shift labor to essential war industries where its supp y 
\\as insufficient. This work resulted in marked improvement in market in¬ 
formation. After the war, ho^^•ever, Congress turned these offices over to 
state and local qovernments. This decentralized administration prevented 
national distribution of labor-market information and, to that extent, proved 
incfficct. As s ...rrcccivc to this condition, the Wagner-Peyser Act of 
provided for federal and state co-opcration in niamtaming a S)Sten 
of cniplovincnt offices that would furnish free service both to worCeis an 
to eniplovets. liefore ,,40 these offiees were not very importaM, apparently 
because einployets were reluctant to use their facilities. With 
of a serious lah'or shortage during World War II, however, the Un ted Stat s 
,.;,„p|oyn,ent Service once again assumed an important role P-S “ 

shift viLlicrs to si liere they were most needed. In fact, its MOik .. 
sidereal so successful that President Truman refused to -urn the nenvod 

of emploMiien, offices to the states at the end of "'Y'”'' ’ 

with a law passed by Congress the following summer, howevei, , hoo loc 

offices of the USIeS si ere restored to state supervision at the en o 194 ■ 


WAGE RATES AND LABOR EARNINGS 

Once hireil, a worker is usually paid according YZ' b! 

time he w.itks or to the amount of output he pioduee,^ „ Jeive 

paid at a rate of so much per hour, per day or pe, wet , ■ 

i^piece rates" according to the volume of Im output A t-up^ 
paiil a wage of $t an hour; the |uece late o ^1 piece 

may be twenty cents for each sint pltss . , , increased out- 

ra.es are ..fined in of i" a week plus a com- 

Lssion of .5 for each »..« of sales above a t^Xrdicuinstances of 

of payment is adopted depends in part upo 1 p „iay also 

a ieffi 'I'he relative bargaining strength of wo ktrs ai 1 y , -ktion 
.I’ay an important role in determining the ^ment of 

providing not always easy .0 prove 

is being pa.^ 
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But the worker is not interested only in his wage rate per hour, or per 
unit of output. He is interested as well in his total earnings over a period of 
time. The carpenter referred to above might work but ten hours a week 
and thus earn a mere $20. Another carpenter paid only $1.50 an hour might 
work tu^enty hours a week and thus make $30. If we consider only the value 
of a week’s salary and neglect the greater leisure of the first carpenter, the 
second carpenter is better off even though his hourly wage is less. But there 
are other factors involved which sometimes make the first carpenter un¬ 
willing to reduce his hourly wage, even though he might earn more money 
per week by doing so. Similarly the total earnings of the piece worker de¬ 
pend upon the number of units he produces each week as well as upon the 
price per unit. 


Thus far our discussion has been conducted in money terms, with no 
attention to the value of money. It is obvious that a worker receiving, say, 
$25 a week can buy more in a period of low prices like 1932 than he can in 
a period of high prices like 1948. Hence we must distinguish the amount 
of goods and services that the worker can buy with his wages or earnings 
(as shown in Chapter 8, these are called his real wages or earnings) from 
the money wages he receives. Many workers have not recognized this dis¬ 
tinction. They have rebelled only when their money wages were cut, re¬ 
maining quiescent while prices rose with a resulting decline in the amount 
of goods and services they could buy with the proceeds of a unit of work. 
In recent years, however, workers have been made increasingly conscious 
of the importance of real wages and real income. This was one (but only 
one) of the reasons for the wave of strikes in early 1941 and again in 1946; 
workers pointed to the rising cost of living and demanded sufficient in¬ 
creases in their pay to prevent their real incomes from declining. As we saw 

in Chapter 8,^ since 1939 aggregate wages and salaries have "increased far 
more rapidly in money than in purchasing power. 

A useful statistical concept for the study of labor income is that of 
average weekly or hourly earnings. This enables us to study and compare 
the money incomes of various kinds of both time and piece workers and to 
take account, also, of the average amount of work done. Average wages 
an earnings always have been relatively higher in the United States than 
m otyr nations. During the early periods of our history, this tvas due prin¬ 
cipally to a scarcity of workers in relation to other resources; more recently 
apid technological advance has been important. The statistical data for any 

me before ,890 are scanty and inaccurate but they provide fair evidence 
of a generally rising trend of earnings. 
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From time to time the rise in earnings has been interrupted. Earnings 
have usually been very sensitive to cyclical fluctuations. Leo Wolman s ex¬ 
tensive studies indicate that, over most business cycles, average hourly earn¬ 
ings have lagged behind the fluctuations in general business and industrial 
activity. The'sluggish response of the earnings of labor-or, from the em¬ 
ployer’s point of view, of labor costs-intensifles the cyclical fluctuations 
that recur in our economy. During the downturn from prosperity, con¬ 
tinued high labor costs may cause serious losses to business concerns whose 
products are selling less abundantly and for lower prices, thus further ac¬ 
celerating the downward movement.' At the upturn from a depression, how¬ 
ever the lag of labor costs behind rising prices and volumes of output may 
permit greater profits to be made, thus aiding the recovery movement. The 
tearing of these lags on cyclical movements is still a matter ^ controversy, 
thouvh it cannot be doubted that movements of wages and earnings p ay 
an important role in the marltet ups and downs of our economy. 

This lag of earnings behind prices means that in time of recession 
worker who remains MIy employed may acuially benefit because he r. 
ceives a greater real income, even though his money income tsyniewha 
reduced. The burden of the downturn in business is felt by the worke 
who loses part or all of his employment, and consequently pait or a 
H e Lr The continuance b this lag is further evidence that labo - 
his earn g. nerfectly competitive as was assumed in our 

market ,, Je of ilnemployed workers competing 

prices of things they buy. 

FACTORS IN WAGE DETERMINATION 

:£^;:;vr:mti,anteh« 

nior^= -sde, depending 

, , .. costs decline somewhat more rapidly 

1 It is probable tliat, or t,ccausc overtime pay is reduced 

than wm’ rates during a recess . . ^(„.ifcrs- arc the first to be laid off, and 

tbeir iobs. 
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upon his possible alternative sources of income, the amount of his savings 
or other resources, the length of time he has been out of a job, the urgency 
of his need. When bargaining is collective, considerations of this sort still 
apply. The negotiators on each side represent their constituents, and they 
know that the agreement, once reached, has to be ratified by individual em¬ 
ployers and labor union members. 

The value of a worker’s services to an employer depends upon the 
worker’s productivity, and this in turn hinges upon his skill and efficiency 
and the quality of the equipment with which he works. One reason for the 
relatively high wages of American workers lies in the excellent machinery 
with which they have worked and the efficient manner in which production 
has been organized. Skill by itself, it should be noted, is not a sufficient rea¬ 
son for a worker to gain a high wage, or even to be employed at all. The 
glass blowers of a few decades ago were certainly very skilled, but their 
services became worth little when bottle manufacturers switched to efficient 


machines turning out bottles at a low cost. 

The lowest wage or earnings a worker will accept is determined by a 
complex set of factors, but the extent of his need for income—especially if 
he has a family to support—will usually be decisive. If he has a financial 
reserve, he will tend to hold out for his accustomed standard of living; other¬ 
wise he will accept what he can get. The effect of unemployment insurance, 
lelief, and similar measures is to give the worker reserve sources of income, 
and thus raise the lower limit of the wages he will accept. This tends to de¬ 
crease the supply sharply if the employer’s wage offer is less than the in¬ 
come obtainable from such alternative sources. Farmers during the 1930’s 
learned this well, finding that, when they offered agricultural laborers wages 
lower than those currently paid on work-relief projects, they got very few 
workers. Sometimes this forced farmers to offer higher wages; at other times 
they used political influence in an effort to get relief rolls reduced durin<T 
the planting or harvest season. Union solidarity provides another incentive 
to workers to keep the lower limit of wages relatively high and to accept 
no employment at a lower rate. During the 1930’s building craftsmen in 
arpr cities, members of unions affiliated with the American Federation of 
abor, insisted upon high wage rates even though their hours of work- 
and hence their earnings—fell markedly. 

Between these two limits, what forces determine the point at which 
ages actually will be fixed? Of prime importance is the degree of competi 
tion on each side of the market, and hence the relative bar|aininv strength 
of workers ay employers respectively. Unionized workers comprising fhe 
ire available supply of a particular type of labor usually can gah, a hfght 
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waoe than each worlcer could if he tried to bargain individually. Conversely, 
if a sinvle employer furnishes the entire demand for a particular type of 
labor in a given market, he may be able to dictate the wage without any 
baroaining whatsoever. Prior to ipjj in this country, the worker usually 
did°little bargaining with his employer. In effect, he commonly took the 
job and then inquired how much pay he was to get for it. The itnmigrant 
workers who flooded our Eastern cities by the hundreds of thousands during 
the period from 1880 to 1910 had so little bargaining strength that they were 

obliged to accept almost any wage offered. 

in recent years legal regulation has played an important part in deter¬ 
mining the exact point at which wages are fixed. Minimum provisions o the 
present Wages and Hours Act sometimes fix the actual wage, especia y 
industries which formerly paid low wages. Here 6“''^™“' “ 

been an effective substitute for bargaining strength on the pair of wo 
ers Some employers who could not pay the minimum fixed by law have 
had w go out of business. Perhaps this is no more than right, since industries 

which cannot afford to pay their workers the low ^ ; 

may very well be uneconomic, in that they inflict social costs (by S 

theh workers’ ignorance of opportunities elsewhere) that are gieate 
the value to the community of the goods or services they produce. 


WAGE DIFFERENTIALS 

The most important causes of wage differentials may be suinmarixed 

^^'"Differences in bargaining strength relative to employers This en¬ 
ables ^ome workers .0 maintain higher acceptable wage levels and slanda 

"ffi'ff^:';: m productivity of the individual workers caused by dif¬ 
ferent in skill, efficiency or equip,™it empbycd m xvork,^ 

T Differences in available supply of bboi causea y i 

cultie; of learning different occupations and unequal degrees of skill re 

'■“"t Differences in the degree of protection offered various worker 

groups under the low. differentials ate the re- 

, ^‘:;;r^t'o?r It; r as wfn as'of particular market situa- 
suits of all or typical cases. 

,ions. This wi l exceedingly low wages. They ar, 

comtr“ativ'’etIlnnctl, - that almost anyone can compete for such wort 
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e contribution of any one of them to the value of the output is small, 
ist of them have few funds or other reserves and must subsist on relief 
en unemployed. Their accustomed standard of living is usually low, and 
ir lack of bargaining strength has frequently forced them to even lower 
idards, particularly at times of low crop prices. They rarely have union 
;anization to protect their interests. Finally, and not least important, they 
specifically excluded from almost all government protection accorded 
ny other groups of workers as regards minimum wages, unemployment 
urance, and rights of collective bargaining. It is not strange, therefore, 
t this group is one of the lowest paid in the country. 

Quite different is the situation of a locomotive engineer. He is a skilled 
rker having a responsible job on which lives depend. He belongs to a 
3ng union which controls the supply of engine-drivers in this country 
i which could stop railroad traffic if its members became dissatisfied with 
rking conditions. Since locomotive engineers are vital to the national 
Ifare, they not only receive the governmental protection afforded other 
rkers, but additional consideration including special provisions for gov- 
imental intervention to settle their grievances and mediate their disputes, 
hen they work, therefore, their wages are relatively high, and other con- 
ions of their work relatively favorable. 

PERCUSSIONS OF WAGES AND EARNINGS 

Thus far we have considered workers’ incomes as passive factors de¬ 
mined by bargaining. They also are active, and exert influences of their 
'n. This was recognized in our analysis of the ideal market where it was 
inted out that if ditchdiggers’ wages were raised above those paid in 
ler occupations many more workers would seek such jobs. Usually it 
:es time for supply to become adjusted to changes in wages. During this 
riod some enjoy a differential gain if supply is relatively scarce, or some 
fer total or partial unemployment and low wages if supply is relatively 
andant. 

A second type of repercussion arises from the effect of wages on the 
)rkers themselves. High wages in the United States are partly a result of 
i skill, efficiency, and energy of America’s workers. Yet it also appears 
It the relatively high standard of living enjoyed by workers in this coun- 
^ has contributed to their ability to produce more efficiently. 

Increasing wages may cause employers as well as workers to become 
)re efficient. Before 1910, the women’s clothing industry in New York 
nsisted largely of sweatshops in which immigrant workers toiled for long 
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hours at \'erv low w ages. With such low labor costs, employers could make 
profits \\ ithout planned production or the most efficient machinery. When 
a union was oryanized, and public attention called to the undesirable con¬ 
ditions in the industry, employers were forced to raise wages substantially 
and otherwise to increase their costs. To stay in business, therefore, they 
\\ cre compelled to increase their efficiency of production by better organi¬ 
zation of their work and the use of better equipment. And it was found 
that, even with higher y age costs, their increased production and sales re¬ 
ceipts enabled them to continue in business and to make satisfactory profits. 

Just how improvements in methods of production will affect the im¬ 
mediate welfare of the workers concerned is, however, uncertain. The case 
of the women’s clothing industry is an outstanding example of benefit to the 
workers; increased efficiency made it possible to raise xvages of workers sub¬ 
stantially without a proportional increase of labor costs. The industry ex¬ 
panded'rapidly, and no large-scale unemployment resulted from the new 
methods. In some industries, especially the more mechanical ones, there are 
potential upper limits of wages not much higher at times than the “going 
rates” paid certain classes of workers. If actual wages rise above these upper 
limits, employers find it economical to introduce “labor-saving devices 
Frcducntly this takes the form of substituting machine processes for manual 
ones A somewhat different kind of example occurred about 1930, wl^cn it 
became common for railroads to operate “mile-long” freight traimynstea 
,.f the shorter trein, that previ.u.ly ha.l l.ccn tu.t. It " “ " 'f ^” 
that time that the tailtoacls took tltis acti,.n to reduce the lal>o. costs d 
to train crews. TIte railroads clai.ued that tltese costs were ^ 

railroad workers hecan.e totally or partially unen.ployed by this el. t . 


HOURS OF WORK 

employee, hut usually also h,s cainmgs. employer’s interest 

At (irst thought, one might suppose ‘ ^ ^ ^ 

to have his workers labor for as long as possible 1 it se nt,^ _ 

actual oii-the-ioh espenciice |„„g |,„urs soiiictitiies 

:::: :;:!:::di,:;;:.;"^ wi!:t. would he ^ workers were e„,. 
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ployed only for the optimum period. Such factors as fatigue, resentment, 

and ill-health contribute to this result. 

From the worker’s point of view, the optimum number of hours of 
work depends upon several factors. If he is paid a fixed salary per week, 
month, or year, he will (in the short run) gain as much from working rela¬ 
tively few hours as from working relatively many. If he works for a wage 
per hour, or on the basis of piece rates, he will have to balance two con¬ 
siderations in deciding how long he prefers to work. On the one hand, the 
longer he works the more he will earn at the fixed wage or piece rate. On 
the other hand, the longer he works, the more fatigued he becomes, the 
more his efficiency may be impaired, and the less leisure he enjoys. 

Full-time and actual hours. It is necessary that we distinguish between 
two concepts—full-time hours and actual hours of work. Full-time hours is 
the number of hours a week agreed upon as standard at the time the worker 
is employed. The actual number of hours worked each week, however, may 
be either less if business is low, or more if business is brisk. In the latter case 
the worker usually is paid at a higher overtime rate for the number of extra 
hours that he works during a given week. 

In many industries wages are fixed by the week. For that reason if the 
number of full-time hours required to earn those wages is decreased, the re¬ 
sult is equivalent to an increase in hourly wages. Conversely if the number 
of full-time hours is increased, the effect is the same as if hourly wages had 
fallen. 

Hours worked in American industry. Corresponding to the upward 
trend in earnings already noted, another sign of the improving absolute po¬ 
sition of workers in this country has been the steady decrease in the average 
number of full-time hours of work per week. Early in the nineteenth cen¬ 
tury, the normal working day was at least from sunrise to sunset, and six 
days work a week was the rule. These long hours, springing from the 
customs and religious background of the time as well as from the necessity 
of working hard in order to produce all the goods needed, seemed natural 
to the people of that period. Owners of industrial equipment thought that 
continuous and long labor from their employees was the only way to insure 
profits from the use of their expensive machines, while workers objected 
less than might be expected, because their low piece rates or time wages 
necessitated long hours in order to bring sufficient earnings. 

The various agitations for the ten-hour day, the eight-hour day and 
more recently, the thirty-hour week, have assumed the character of cru¬ 
sades. Arguments for shorter hours were based largely on the essential hu¬ 
manity of the wage earner, and his right to and need for leisure time in 
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which to rest and obtain recreation. Since such pressure can be most ef¬ 
fectively exerted on governments, the United States, as employer, has long 
been a leader in the movement to shorten hours. In 1856, government work¬ 
ers successfully appealed to President Jackson to grant them the ten-hour 
day, and soon thereafter, in , 840, President Van Buren issued a blanket order 
that this he the standard working day on all public-xvorks pro)ccts. le 
regulation of working hours is a much older type of state interventton than 
action with regard to wages. Here also the states took the initiative, and 
women and cluldren-tintil recently-wete the only ones to receive pro ela¬ 
tion. Massachusetts was first to limit children's daily working hours in .84 , 
while New Hampshire set a ten-hour day for women in .847. Othei states 
followed their lead, hut progress was slow because of the 
of laissez-faire ivays of thinking. However, increasing evidence of the harm 
ful effects of long avorking hours upon women and children (and also upo 
, I r,Bh thi? did not receive legislative and judicial recopution until 
h atei) succeeded in overcoming these legal and philosophical sen.ples 
W he passage of time, full-time hours in industry dropped fairly 
stead r By ,8 r avtrage full-time hours in manufacturing were about sixty 
pen avecK. By i-iao they had dropped to fifty, and they rauai^d rat er 

rtahle at that level ^ t-. -e 

i.,., ... '-p - p’",:: “ 

' r I i-i-cs/l ill rvfrss of this nunihcl. lit i 945 ’ P 

p-c-cti .>y— 

diistrics and an.. regions. Vhesc fre,|uently j 

differences. Agriciihiiral workers tend to “ ^ 

and per week than do wage from pro- 

the low hnrgaining power of mni •' ‘ | ^ ; j hituminous 

recive legislation, furnish part of ^ getween i8po 

and mi was fiom sixty to y i-cspoit- 

crnmctttal intervention on an cxtriuirdinaty sc. for ■industrial 

dlde. The relatively long hours wh.eh have Ac, 

workers in the Snnth ate well knownt here agatt. the Wages 
is niakiitg for iiniforntity throughout the notion. 
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THE SCOPE OF PUBLIC POLICY TOWARD LABOR 

Almost every action of a governmental unit affects the labor market in 
some way. Thus, free public education tends to increase the supply of 
skilled, clerical, and professional workers by providing increased oppor¬ 
tunities for acquiring knowledge. But labor policy is usually thought of as 
consisting of those governmental measures immediately affecting employers 
and workers in their relations with each other. Policy affecting labor does 
not necessarily consist of affirmative actions; the very absence of any law 
or court decision regulating the employment of child labor permits such 
labor to be employed, and so is just as important in a negative sense as a 
statute forbidding employment of children w'ould be in a positive sense. 

Labor policy may deal with the technical operation of the market in 
bringing together supply and demand, as with public employment services. 
The larger sphere of public policy, however, is concerned with conditions 
of supply and demand, and the complicated set of relationships entered into 
by workers and employers. Most important are laws governing collective 
bargaining and the respective rights and duties of employers and labor unions, 
a topic which is postponed to the following chapter. But the state also af¬ 
fects the labor market in many other ways. Thus we have legislation deter¬ 
mining what people may be hired as workers, regulating hours, wages, and 
other working conditions, and in general dealing with every aspect of labor 
markets. It is with the non-collective-bargaining phases of public policy 
that we are concerned here. 

The political structure of our nation, with its several kinds of separation 
of powers, is of tremendous importance with regard to public policy totvard 
labor. The restriction of Congressional action to matters affectino- inter¬ 
state commerce leaves a wide area of jurisdiction to state legislatures,°so that 
there are many variations from state to state as regards labor-market regula¬ 
tion. This permits states to compete with each other in attracting industry 
by failing to enact legislation placing certain restrictions on employers, 
such as may have been passed by other states. Our Southeastern states dur¬ 
ing recent years have attracted manufacturing in this way. Further com¬ 
plexities and inconsistencies result from our hierarchy of state and federal 
courts, with different courts often rendering conflicting decisions. 

_ Laws passed by Congress and state legislatures that are charged with 
bemg inconsistent with the fedenl Constitution are subject to review by 
federal courts. Acts of a state legislature are subject to review by the courts 
of that state, with regard to the validity of the acts under the state's const.- 



360 CONFLICT AND CO-OPERATION AMONG ECONOMIC GROUPS 

tution. The Supreme Court of the United States and the various highest 
courts of the several states are final arbiters in their respective spheres. Not 
until the appropriate court has passed on the issues of constitutionality in 
a particular case is the validity of the contested law established. Even then, 
under the influence of changed public opinion and of shifts in the employer- 
labor balance of pow er, decisions may later be reversed, as actions of the 
Supreme Court in recent years have shown. Such are some of the difficul¬ 
ties confronting labor legislation. 

The demand by labor unions for active governmental intervention m 
employer-worker relationships is a relatively recent development. The 
American Federation of Labor, in particular, believed in a policy of “volun¬ 
tarism” and urged its members to rely on their organized economic strength 
rather than on appeal to the state, as the means of improving their lot. Not 
until the depression of the early 1930’s had greatly weakened the unions did 
they change their attitude; they have since fought vigorously for govern¬ 
mental aid in establishing at least minimum standards. Union strength is 
relied upon to obtain from employers benefits above the mimma fixed 

by law. 


POUCY TOWARD THE SUPPLY OF LABOR 

Transformations in our economic life during the past hundred yeaK 
have drastically changed the policy of our government toward the supply 
of labor In his Report on Manufactmes, Alexander Hamilton recommen 
e w de employment of women and children to augment the industrial 
wilting force': At other times immigration into the United States be n 
deliberately encouraged with the same object. Such trends 
been reversed. Even before the Civil War eight stat^ had passed lau s u it 
ing the employment of children; by .900 more than half the states 

cWlddabor laws. Today agriculture and the so-called ^ the^most 

distribution of newspapers and the delivery of telegrams) remain the 
imoortant occupations in which children are still employed. 

TetTof Congress prohibiting child labor in interstate commerce have 

been declared unconstitutional by the Supreme 
amendment was submitted to the states 
to prohibit the employment of persons under 

been rati6ed. However, in .94. the Supreme Court ^ 

Standards Act of 1938 which prohibits the interstate shipmen g P 
S fn ettabtonts employing children under sixteen years of age. 
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Many states bar the employment of women in certain industries, and 
others limit their hours of work. Meanwhile, since the carl\' a^^o’s fealeral 
statutes have severely limited immigration from foreign countries. l.lTorts 
of labor unions to remove potential competition from this source j)la\’ed an 
important part in the enactment of the quota laws. 


MINIMUM-WAGE LAWS 


Only within the last three decades has public poliev intervened with 
respect to wages. For most of our iiistorv, the determination of w ane rates 
was left to the unregulated bargaining of workers and eniplo\ crs. I'hc result 
was that favorably situated groups of skilled workers farci.i well, bur weak 
labor groups were often forced to accept vcr\' low pay. F\ en though the 
health and morals of workers in the latter groups might be in jeopard\, the 
state took little interest in the question until fairly recenrl\-. Such lack of 
interest was of course consistent with the traditional j^rinciple of /aiy.wr. (jii c. 

Alinimum-wage legislation has been, in this country-, the most popular 
approach to the problem. Before 1933 these law s applicd’only to women and 
children. Agriculture and domestic service were usuallv exempted w bile en¬ 
forcement often w'as ineffective even in the industries covered. In the famous 
case of Adkins vs. Children's Hospital in 1923, the Supreme Court invali¬ 
dated the District of Columbia minimum-wage law for women workers on 
the ground that it violated the Fifth Amendment to the Constitution.’ In 
1937 the Supreme Court reversed this decision and made minimum-wa^rc 
laws a legal exercise of the state’s police power. Today more than half the 

states have minimum-wage law s, using the cost of living as the basic factor 
in determining the minima. 


For a long time federal action was confined to establishing minimum 
wages m particular areas of economic activity, such as railroad operation 
ituminous-coal mining, the merchant marine, and sugar-beet cultivation’ 
Some mmimum wages were fixed directly; sometimes agencies to settle 
wage isputes were established. Federal intervention on a broad scale how 
ever, did not come until the passage of the Fair Labor Standards Act of 
938, which applies to enterprises engaged in interstate commerce, except 

se^L“Tr “ng, and certain tvpes of sellino and 

ice. The statutory minimum wage fixed for all workers in 19,8-,g was 

and h^' T'i' automatically to thirty cents 

by .945 the legal minimum was to have been forty cenL. But the grow- 
^ 261 U.S. 525. ^ 
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ng cost of living during-and especially after-World War II has led to 
further legislative revision. At present the minimum is fifty-five cents an 
hour, and proposals have been made to raise it further to sixty and even 

sevenr\'-five cents an hour. _ _ 

ATany of the people who work for wages are in a stronger bargaimng 

position than has been indicated in this general account of labor markets. 
Their greater strength is due to their organization into labor unions for 
purposes of collective bargaining. How this has come about, and its effects 
on markets for labor, will be described in the chapter which follows. 



Industrial conflict: employers, 
unions, and the public 


Our analysis of an ideal free labor market focused on n\ o conditions 
necessary to its operation: (i) the existence of competition among many 
would-be employers of labor on one side and among many jobseekers on 
the other; (2) equality of economic strength and bargaining power of each 
employer and each employee. An examination of conditions actually exist¬ 
ing in labor markets indicated, however, that pure competition and indi¬ 
vidual equality of bargaining power do not, in general, exist. In the first 
place, as we saw in the last chapter, the state has tended more and more to 
regulate terms and conditions of employment. In the second place, indi¬ 
vidual workers early found that they were at a disadvantage in bargaininq-, 
because employers usually were stronger as individual bargainers, because 
employers frequently had understandings with each other, and because 
periods when jobs were scarce appeared all too frequently. 


UNIONS AND THE MARKET 

It is not surprising that workers should have taken steps to remedy this 
isparity of bargaimng power. The most important of such steps has been 
the formation of labor unions. A union is essentially a device for reducing 
workers inequality in individual bargaining, and aims at replacing it if pos¬ 
sible with a situation weighted in favor of the workers. The metLd is Lt 
0 uniting many individual workers and using their combined power to 
improve their bargaining position as against their present or potential em- 

I’ours, and other work- 

coLeraet Z'd • “““"S seek to 

act the diminuuon of competition among employers. 
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Craft and indiistrhil unions. Labor unions may be classified according 
to the principles of organization that they employ. In discussing the labor 
movement, it is customary to distinguish between craft unions (or trade 
unions) and industrial unions. Strictly speaking, craft unions are organiza¬ 
tions w hose members have some particular skill or are trained in a special 
craft. Such a union is concerned only with the labor markets for the t^ pe 
of worker it represents. The bricklayers’ union is an example of a craft 
union dealing with one t\ pe of narrow labor market. An mdustnal union, 
on the other hand, embraces many w orkers of different kinds of skill and 
with different types of training, all engaged in some particular branch of 
economic activity. The United Automobile Workers of America is an 
example of an industrial union; its membership consists of workers doing 
many kinds of jobs in the automobile and related industries. The union 
mus^ therefore, concern itself with the many labor markets in which the 
various kinds of services performed by its different members are demanded 

and supplied. _ , 

Many unions liavc a scope soincn hcrc between tliese nvo. For example, 

the carpoters’ union of the American Fetleration of Labor ,s a mnlfcia t 

organization emhracini: different kinds of na.rkers n itl, wood, flora u - 

he'rjacks to furniture-makers, as nell as seorkers employed on other mate- 

M«d-cl Hicics „l umom. A union must adopt some fairly continuous 
policy ton ard the labor market. Two extreme positions may he contrasted. 
On the one hami, the union may accept the existini: market system unie- 
” V y ml inteicst itself only in improving the workers P- 

X" on the other hand, a union may reiect the labor market and seek to 
end its constraints, XhJiolv inte'r- 

relXllt Xiiet, Si.. they s-Hve to 

«™e,urc and the rules governing its "P"-'";;;;; ' :;::.X:Xand 

':r':furr:;ctives of u„io„s m the umted 

States. 



COLLECTIVE BARGAINING 


In order ro secure rlieir objectives, unions seek to substitute for indi¬ 
vidual liar^aining between einplover and einplovec, collective bargaining 
between inane workers and one or more employers. Control of the labor 
supply IS the basic power of an\- union, and it is toward securing' this that 
Its efiorts are constanth’ directed. In collective-bargaining' negotiations, the 
union s representatie es speak for manv w orkers. Ordinarily the union 
members agree beforehand ro accept whatever terms are worked out be¬ 
tween the employer and the union negotiators. The employer is thus pre- 
\ented from pla\ iny ofl one worker ayainst another in order to lower wanes 
or secure a longer workday. Instead, he must deal w ith all workers of a 
gi\ en kind, (»r at least w irh an organized group of w orkers, simultaneously. 

W here they have won the right to represent many w orkers, unions 


srn\ e to negotiate w ritten contracts w ith cmplo\ crs. These usually specify 
all the conditions of work, especially as regards wages and hours. Where a 
union IS suflicienrly strong the agreement may provide for a closed shop; 
in that case, the employers pledge themselves to hire only union members. 
In a closed shop the union has complete control over the labor supply. 
While closed-shop agreements were rendered unenforceable by provisions 
of the laft-llartley Act of 1947, the issue remains important. Instead of a 
closed shop, the employer may retain his right to hire persons who are not 
union members, but may agree to make it a condition of employment that 
such persons rake out a union card within a specified time limit. Such an 
agreement, known as the in,ion shop, gives to labor unions only slightly 
less bargaining power than does the closed shop. If neither a closed nor a 
union shop can be of,rained, the union seeks to establish a preferential hiring 
systnn under w hich union members w ill enjoy greater opportunity of em¬ 
ployment than w ill nonmembers. In addition, employers may be asked to 
rcciuirc those employees w ho are union members at the time of the agree 
nient to remain members in good standing, or else suffer dismissal from 
emp oyment. Such a pro^'lSlon is known as maintenance of membership, and 
was Hucmlv resnred t„ as a compromise in settling labor disputes in 
World War II. b.nally, an employer vcho hires workers without regard to 
union membership and is content that they should remain nonmembers 
maintains what is known as an open shop. 

A collective agreement usually covers, in a detailed fashion, only maior 
To settle minor disputes or to enable workers to have grievances 
djusted, many such agreements provide for a shop steward system wherebv 
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union representatives in each branch of the enterprise negotiate frequently 
with ao cuts of the employer in an effort to maintain harmony. In some in¬ 
dustries, agreements provide for boards of arbitration, composed of one or 
more impartial arbitrators together with representatives of the employer 
and the unions, uith power to decide differences after hearing relevant 
evidence. 

Some unions have such a degree of control that the employer is forced 
to bow to unpleasant union dictates. In the construction industry, for in¬ 
stance, employers sometimes cannot use new kinds of materials or have cer¬ 
tain work done away from the building site, if such actions tend to deprive 
carpenters or other skilled building workers of job opportunities. The union 
is able, in this case, to exploit to the utmost its control over the supply of 
skilled labor in order to secure for its members special advantages. As a 
result, building costs arc higher than they otherwise might be, thus tending 
to reduce the total volume of building activity. Similar restrictions imposed 
in other industries have frequently been attacked on the ground that they 
lower (Hitput and raise prices. 


THE TACTICS OF UNIONS 

Two important necessities face every union. The first is to gam the 
adherence of workers, and thus obtain control of the supply side of the 
labor market. Tlic second is to secure recognition of the union by the em¬ 
ployer so that he will engage in collective bargaining with its representa- 

To enroll and retain members, unions mu.st be able to offer them sub¬ 
stantial advantages. Union membership involves the payment of initiation 
fees and regular dues, limits the individual worker’s freedom of bargaining, 
and subjects him to actual loss, if and when he is called out on strike 
Workers are unlikely to sulmiit to these conditions unless convinced tha 
the gains will far exceed the resulting inconveniences and costs. 

Gahiwy, members. Recruiting new members for a union is called oi- 
gani/ing; it involves promising the achievement of certain goals in return 
adherence'Thus w,.risers are t„KI rhar if .he un.on hey,n« 
strunc enougli their pay will he increased, their hours of worh rethiced, 
their grievances reniedied, and their w,.rising conslitisms ..nproved. Whose 
worlsets asx sliscontented, of course, such prnu.ises are allunug and f.e- 

Miirntlv Mifficc to enroll many members. 

Livh,^ members. Once workers arc enrolled, the problem becomes 

one of retaislg their allegiance. If the cuploycr has ssgued a closed-shop 
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agreement, the task is greatly simplified, as union membership is made a 
prerequisite for holding a job. But even here a union must be careful not 
to lose the support of its members; if it does, an employer, with the ap¬ 
proval of his employees, may refuse to renew the contract. 

Certain methods used by unions to retain their members' are fairly well 
standardized. One is by successfully improving conditions of work and then 
playing upon the fear that if the union is weakened these gains will be 
lost. A second is by offering their members old-age pensions and unem¬ 
ployment-insurance benefits to protect them in some measure against eco¬ 
nomic insecurity. The insurance functions of labor unions have, however, 
become much less important since the passage of the Social Security Act 
of 1935. 

Securing recognition. To gain recognition and collective-bargaining 
rights often requires more spectacular action than does the drive for mem¬ 
bership, although the two are closely related. If a union commands the 
allegiance of all or almost all of the employees of a large concern, it rarely 
experiences great difficulty in establishing peaceful relations with the em¬ 
ployer. More usual is the case in which a union represents only part of the 
workers in a given enterprise but desires to become the bargaining agent 
for all. The result is likely to be industrial conflict over the issue of union 
recognition. Industrial conflict also may result, of course, from disagree¬ 
ments between employers and unions over the wages to be paid or other 
conditions of work. ^ 


The most effective weapon in the hands of a union seeking to bend an 
employer to its will is the strike. The union seeks to exercise complete con¬ 
trol over the supply of labor by cutting off the employer's entire labor 
force and paralyzing all activity within his establishment until he capitulates 
Its demands The concern is thus prevented from making profits, is fre- 

S"onl”“ “ and tuns the 

risk of losing customers to its competitors. In order to make the strike as 

yective as possible, the union may picket the plant and seek to dissuade 

vor ers or customers from entering the premises. To be legal, such picket 

mg must be peaceful, but frequently mass picketing, in whlh hundreds or 

hou ds of workers participate, has led to pitched^battles bettveen s«ter 

»ke. This is known as a secondary boy col """ “ 
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Once a union’s jurisdiction or sphere of operation is marked out, the 
union tends to regard not only the workers covered, but also the jobs in¬ 
volved, as necessarily subject to its control. Hence jurisdictional conflicts 
may arise between tu’O unions, each of whose members are competent to 
do a job on the borderline bettveen their respective fields. Such disputes 
have arisen with particular frequency in the building trades. For instance, 
the carpenters’ union has asserted its control over all work done with wood, 
or which was once done unth wood. Thus, if a certain kind of \vall trim¬ 
ming was formerly made of wood and installed by carpenters, the union 
still claims jurisdiction over the installation of such trimming even though 
the material now employed may be a metal, or some plastic, requiring 
techniques far different from those ordinarily associated with the ciaft of 
carpentry. Disputes of this kind have often been waged between different 
craft unions, and have been costly both to the workers involved and to 
their employers. 


THE TACTICS OF EMPLOYERS 

It is sometimes popularly assumed that all employers are opposed to 
unions and fight bitterly against organization of their workers. In contra¬ 
diction to this stands the fact that many unions have secured the right of 
collective bargaining without meeting employer opposition. Yet a large 
number of employers has shown enmity toward unions. Their opposition 
has usually been of a twofold nature. First, they have tried to prevent the 
spread of union influence among their workers. Second, they have attempted 
to break such unions as have succeeded in enrolling many of their em¬ 
ployees as members. The National Labor Relations Act of 1935 ^^d other 
government measures materially reduced the scope of employer action 

against unions. 

Under the National Labor Relations Act, an employer must recognize 
and bargain collectively with any union that is able to establish that its 
membership includes at least a majority of some important group of his 
employees. Where the union does not command a majority, he is under no 
obligation to recognize it, although the union may attempt to force the 
issue by calling a strike. 

In the past a variety of weapons were available to an emp oyer or us 
against union organizational work among his employees. He might require 
all of his workers to sign a ydlovi-dog contract, by wuci tiey agree 
to ioin a union while in his employ. He might discharge any worker whom 
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he suspected of union membership or sympathy. He might instigate and set 
up a company union, that is, an organization limited to liis ow n empli)\ ce^, 
and headed by people friendly to his interests w'ho would not adopt policies 
of which he disapproved. These and other practices are today illeiial, 
although prior to 1935 they frequently played important roles. 

In combating a union, the employer’s chief weapons are: (i) He ma\' 
suspend operations and deprive his workers of employment until the union 
accedes to his demands. Such a lockout is the emplo\-cr’s e(]ui\alcnt of a 
strike; its effectiveness wdll often depend upon the strength of the emplo\ er's 
resources as compared to those of the w'orkers and their union. (2) To 
break a strike, the employer usually endeavors to keep his business operat¬ 
ing despite the walkout of union members. To achieve this purpose he fre¬ 
quently employs strikebreakers, men w ho will deliberately cnjss picket lines 
and accept jobs left vacant by the strikers. But the employment of such 
individuals is usually expensive both because of the high rate of pay de¬ 
manded, and their inefficiency at the necessary tasks. Hence their impor¬ 
tance IS more psychological than economic in nature so far as continued 
operation is concerned. But by leading strikers to believe that the employer 
has obtained a supply of labor despite the w'alkout, such strikebreakers may 
decide the issue against the union. (3) Employers often appeal to the courts 
for an mjunction restraining picketing or other union activities on the 
ground that these will lead to violence or damage whose consequences are 
not remediable. Denied the right to picket or to publicize their strike, unions 
are placed at a great disadvantage. Hence they have fought viqorously 
against the power of judges to issue such orders. (4) The employer’s most 
potent weapon, of course, is his economic strength, his ability to outwait 
his workers, who cannot remain indefinitely wdthout a job if they are to 
support themselves and their families. 


It should not be overlooked that both unions and employers have fre- 
quently sought government aid, directly or indirectly, in their confl.cts with 
each other. This has required political activity on the part of both, and has 
p ayed an important role in shaping public policy toward labor markets. 


the tactics of industrial peace 

Both^ ei::- iz: sL“:zr:ri:z™" 

Urge 1 ? Z'' ""T' ““"venience’toZpubhc It 

large, they also are, morally and materially, expensive to the communin' 
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For these and other reasons, it is most desirable that means be available for 
settlino- disputes without strikes, or, if a strike is in progress, for ending it 
as quickly as possible. The chief methods used are mediation and arbitration. 

Mediatiov. The essential feature of mediation is the entrance of some 
third party into the situation. The parties to the dispute may find it diffi¬ 
cult to negotiate with each other, but often they can and will discuss mat¬ 
ters with an impartial outsider. He seeks to learn their viev points and griev¬ 
ances, and to secure concessions from each so that a compromise settlement 
can be made. Mediation has often succeeded in bringing together employers 


and workers who were previously far apart. 

In 1013, when the Department of Labor was created, there was incor- 
porated within it the present United States Conciliation Sennee, which sends 
mediators to any section of the country where disputes threaten or actually 
break out. In 1947 the agency was made independent of the Labor Depai - 
ment and renamed the Federal Mediation and Conciliation Service. Severa 

of the states also maintain their own mediation machinery. 

Arbimtiou. There are severa! different forms of arbitration, but 1 con¬ 
sists essentially in the reference of a dispute to one or more impartial 
vidiials who study the facts and then reiser a verdict. 
resorted to voluntarily or it may be made compulsory. The ™e 

,„i, ...i.., -i.il. ..I*.!." ii". ,J, 

. rmil, .. —V 

union demands. In peiiods of ciisis, s production stoppages, 

may be adopted temporarily as a means of - , JLhts 

Government intervention to mediate ^ 

longest history in the railroad rndiistiy, w icic ' jifferent forms 

the Erdman Act of 189H and has since p,,.,,. Act 

under various other acts. An aiucndment o 1934 
,,r„vides for a National llailroad 

fettle controversies over the interptetation of ptov 
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wages, hours, and working conditions, while the National iVIcdiation Board 
deals with proposals to change terms of existing contracts between rail¬ 
road companies and unions of their employees. 


DOMINANCE OF BUSINESS UNIONISM 


One basic fact must be emphasized in any study of union development 
in this country: the drive for labor organization in the United States has 
always been a minority movement, and is so today, although unions ha\ e 
increased in importance in recent years. In 1910, union membership em¬ 
braced only about 10 per cent of those eligil)le to join. x\ high of 20 per 
cent was reached between 1910 and 1920, but a steady decline"brought the 
figures back to 10 per cent in 1930. Between 1930 and 1940, union member¬ 
ship in this country more than doubled, and by 1948 roughly 30 per cent of 
all workers were in unions. 


Before 1933, union strength was largely concentrated in a very few 
occupational fields, while the remainder of American economic life was 
relatively unaffected by labor organization. In building, transportation, coal 
mining, and printing, unions have long played important roles. After World 
War I, clothing entered the list, and together these five industries con¬ 
tributed more than 60 per cent of all union membership recorded anniiallv 
etween 1900 and 1933. But in such important activities as the production 
of steel, automobiles, rubber, aluminum, and glass there was little or no 
union strength. The same was true of millions of clerical workers and sales¬ 
people, composing a group rapidly growing in importance. Among farm¬ 
workers, many of whom would have gained considerably from union pro¬ 
tection, a similar situation prevailed. ' ^ 

Union membership has traditionally been concentrated amony the reh- 
nvely well-to-do skilled workers. In the bnilding trades, the carpenters 
plumbers, elecmcans, bricklayers, and other craftsmen, long have ha^d their 
powerful unions. On the railroads, the “Big Four”-the brotherhoods of 
locomotive engineers, firemen, railroad trainmen, and raihvav condncl- 

of unskilled manual labor or clerical work. Coal nling sL' one° 3 Tf'e°w 
ulov^d"* embracing all the workers eni 

srHirvrstiT?;: r; ” r'- •“ 
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isolation of most mining communities, which made for unity among dif¬ 
ferent types of workers employed by the same operators and bound to each 

other by common problems and interests. 

From 1890 to 1920 union membership increased fairly steadily, although 
temporary losses of some severity were suffered in times of depression, as 
in 1904-06 and again in I9i3-I5- A phenomenal increase took place during 
World War I when governmental intervention for industrial peace, plus 
official recognition of union leaders as workers' spokesmen, boosted union 
prestive. By 1920, the AFL, which at that time included about 80 per cent 
of alfunionized workers, totaled approximately four million members, tie 
largest number in its history to that date. But labor organizations were hit 
hard by the depression of 1920-22 and suffered great losses in membership 
Ev^en after this hectic period, American unionism retained its historical 
characteristics: it was still localized in a relatively few industries and occu¬ 
pations' in many of the nation’s largest industries it had little or no s re g ^ 

Highly’paid crLvorkers composed the bulk of the membership and ther 

J. little interest in spreading union strength among the ma,ority g low- 

a’d st aled andLskilled workers. From 1920 .0 19,, total union 

P , . . . ^ VuWed States declined almost uninterruptedly, falling 

membership in the United States dec contributed 

“ s::; =: - 

zz.zrs. i—,. ..i o. 

showed little enthusiasm for vigorous organizing campaigns. 

THE NEW POWER OP AMERICAN UNIONISM 

The beginning of 1933 sa® unionism in ^ „r 

indeed. Widespread unemployment m aim st 

.ctroyed ::::n:n!:g"haX^ wage and worklng- 

comlirn'standards everywhere. With the “ o^^ 

velt in March 1933 ^'^ps were "''deitata.^^ 

economic stagnation into which it vi • offsetting 

,„„a, Industrial '^-overy Act, whicli m 

concessions to -“y" ' ' ; goods, but in return they had to make 

competition 111 the ^ ^ ^ , ij^nt concession was contained 

certain conceal J^ o la on 

in Section 7 A 01 tiw aci, 



INDUSTRIAL CONFLICT: EMPLOYERS, UNIONS, AND THE PUBLIC 373 

right to organize and bargain collectively through representatives ot their 
o\vn choosing. . . 

The effect of Section jA was electric. All over the countr\ thousands 
of workers spontaneously organized union locals and applietl to the AM, 
and its national unions for charters. John L. Lew is, head of the United 
Mine Workers, sent out a large corps of organizers to spread one message 
among the miners: “The President wants you to join the union. ” .\s a con¬ 
sequence, membership in the United Mine Workers rose from 1,-0.odo in 
1932 to 400,000 in 1935, restoring its old mastery over the supplv of labor 
in the American coal fields. In the men’s and women's chjthiiiL; industries, 
the unions also achieved sensational gains in membership as the result of 
vigorous organizational activity. Lesser gains were registered in almost all 
the traditional fields of union activity, w hile inroads w ere made in indus¬ 
tries where labor organization had almost newer playctl a siunilicant roL- 
before, particularly in the manufacture of automobiles and rubber products. 


DIVISION IN THE RANKS OF LABOR 

The American Federation of Labor was founded in 1886 as a loose 
confederation of autonomous unions of different crafts. Until recentU'. most 
unions (the railroad brotherhoods were the principal exception) were athli- 
ated with it. It remained a more or less “aristocratic” organization of skilled 
workers and showed but little interest in the organization of the unskilled 
or semiskilled in the mass-production industries, such as steel, autonn)bilcs, 
electrical goods, aluminum, and rubber. 

At the 1934 annual convention of the AFL a determined minoritv 
grhup of leaders, including John L. Lewis, demanded that the federation 
aid in the organization of industrial unions and issue charters to them. Not 
willing to give up their jurisdictional claims, the craft unionists opposed bit¬ 
terly the establishment of the industrial form of organization. The demand 
of industrial unionists was defeated at the convention, but in November 
1935 representatives of eight leading industrial unions-among which the 
coal miners’ and clothing workers’ unions were strongest-formed a Com¬ 
mittee for Industrial Organization. The executive council of the 4 FL ac 
c^ed members of this committee of “dual" unionism and suspended then, 

h a j r"* r^pr'setitation in the convention of ipjO. Leivis m ho 

h«ded the committee, was charged with “fomenting insuLtion ^the 
suspension was upheld by the convention. 

the AFror2r/”'ll 

, ordered all state federations to expel CIO unions belonging to 
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them, timi the CIO began to charter its own state and local bodies and to 
collect dues. In 1938 its name Mas changed from Covnnittcc for to Con- 
rrress of Industrial Organi/.ationy. John L. Lewis remained president of the 
CIO until 1940 when he was replaced by Philip Murray, head of the pow¬ 
erful United Steel Mbirkers. Two years later the United Mine Markers, 
headed b\- Lewis, withdrew from the CIO and, by an amendment of its 
constitution, opened membership in UMW to all unorganized wm'kers in 
industi-N' and agriculture. Recruiting of new members and “raiding of rival 
unions was practiced not onlv by the ALL and the CIO, but also by a new 
onrani/ation (the so-called 'nistrict 50) created for this purpose by the 
United Mine Workers. The split in the labor movement caused much con¬ 
fusion and strife luit it tlid not result in any over-all decrease in union mem¬ 
bership. On the contrarv, both the ALL and the CIO reported steady in- 
crease, in paid ,„en.l,e„hip pri.,r t„ and rlnring V'nrld War II. A ter .n„y 
dickering, the UMW returned to the Ah'L at the end of 194.W but with- 

Dekite repeated cir.irls m l.rlng together the AO, and the CIO, t - 
,ag„n,sn; hetueen then, has on tlte wh.de .leeiKnetl nith the passage of 
,i,;,e l lte e-anse of tlisscnsion is not confined to the ,ssne of .ndnstnal tetsns 
craft nnionisn,. In fact this issne has heconte increasntglv art,I,cal, fo. some 
Al l, onions have len.led to incin.le ever nider gronps of worlte,,. D lic¬ 
ences he,ween tl,e ttc, national organi/,at,ons have hecome l’"y™' 
even ideological, l or instance, Willian, (ireen has cha.gcl tha the C O 
a ..contotonistic" ntovenent, or that it is co„„n„n,st-cont,olhd. 1 s ec 
sations l,e<a,„e tnore on.spolten after the CIO took an ' 

fonntlation of ihe Worltl I'clcra.io,, of Ifade L'n.ons ,n the fall ..f nw- 
The CIO leadership vigon.nsly .lenies any sympathy st ,th cotnmnntsm, n, 
adds that it refnses to kterfere n ith the right of its imhv.dnal menthers tt. 
1, long to any political par.y. The issne of contttmnisnt cmtmncs to ocenp, 

a prominent place in ttnion tlehates. While the AVI, -f-” l^'r 

thing to ,lo with the Wh l U-antl has trted to o.ga,t,/.e a I’;" 

international on a ttoncommt.nist or even ^ 

•,„vc.l a ,,„„si-,.,on.,polv of A'oericatt representatton „t the 

l-alor ... The latter was fornted 'L'! t,,e 

of railing labor standards, hut participatiott hy the Untted htates 
dates only from 

f the USSR will! n mntl membership of thiny 1*^^ 

iTIic trnilc iimom* of the i 

affiliated with the World Lcdcrntioii of 1 radc Unions. 



THE LAW AND LABOR UNIONS 


In a democratic society, the development of governmental action in an\' 
sphere is the result of many complex forces. Directly concerned arc the 
legislatures, the courts, and the executive departments which rcspcctivclv 
enact, interpret, and enforce the laws. Each branch of government exercises 
an independent influence, which is both checked and supplemented by the 
others. At the same time, continuous pressure is exerted by many private 
groups, each seeking to influence policy in a manner favorable to its inter¬ 
ests. The National Association of Manufacturers uses its influence f(jr one 
type of labor policy on the part of government, the CIO and AFL use theirs 
for quite another type. The power of these groups relative to each other 
alters from time to time, so that public policy sometimes sliifts markedly as 
it develops. 


The fashioning of the lega. framework of collective bargaining, and 
with It the rights and responsibilities of labor unions and of employers, is 
fundamentally a political matter. It is not surprising, therefore, that union 
groups have traditionally supported candidates favorable to labor interests. 
Almost since its foundation, the AFL has pursued a policy of supporting 
for public office nominees friendly to its aims and opposiiw those consid¬ 
ered unfriendly. In recent years the CIO has been even more aggressive. In 
the 1936 election, for instance, CIO unions contributed hundreds of thou¬ 
sands of dollars toward the re-election of Franklin D. Roosevelt, partly as 
a gesture of gratitude for his administration’s earlier aid to union organiza¬ 
tion, and partly in the hope that such contributions v'ould insure the con¬ 
tinuance of this attitude. The contribution mentioned \vas a notable case of 
use by unions of a weapon long familiar to employers. 

When legislamres are in session, lobbyists for each group utilize evert- 
means possible to influence the course of legislation. When labor cases come 
e ore tbe courts, the contestants employ the best legal talent available in 
effort to secure favorable decisions which will not only affect those 
immediately concerned in the particular controversy, but may also sertas 
precedent for similar cases in the future. In these and ofher ways the 
n ending groups seek to influence the role of government. ^ 


UNION ORGANIZATION AND PUBLIC POLICY 

Many of the legal problems faced by labor unions have had thp’ • • 
.n two doctrine, those of conspiracy aid of restraint oS Both "or^" 
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narc in the eoniinon law. Korh doctrines have profoundly affected judi¬ 
cial decisions and legislative enactments in the held of labor organization, 
althom-h thev w ere maginally developed to meet problems arising in other 
spheres, 'rhe conspiraev doctrine asserts that a group of individuals organ¬ 
ized for common action has potentialities for w rongdoing that an indi¬ 
vidual alone docs not have. If people combine for an illegal end, a con- 
spiraev exists, and the very act of joining together becomes illegal and 
punishable at law, even though nothing ever is actually done to accom¬ 
plish the illegal end. burthcrmorc, every act undertaken to advance this 
illc.jal objective is also illegal, although the act in itself may be w ithin the 
la\v. The same liabilitN- at law exists when illegal methods arc used to fur¬ 
ther lawful objectives' Under the common law any agreement to hinder the 
fh,u- of trade was unenforceable. ,\ny combination to enforce such an 
nirrecment was illegal and hence a conspiracy. This was the essence of tie 


restraint-of-trade doctrine. , . , •, 

Not until 1^42 was a decree of nexibilitv^ introduced into the prevail- 

i„„ i,Kli«l t., un„.n,s,n. In tl,c case nf C«„r,,,o,n.c,l,k vs. Hmn, 

.Massadulsctrs Snpren.e O.nr, clcelarccl a nninn wind, strndc c„ ,na, - 
tain a dnsed sh„p evas a legal c.ml.ination since the intent n as to bene a 
the tvoilcers. This sharpiv contradicted many previous dec,sums, such as 
that of the New ^ ork Onirr of Appeals, that any combination to raise 
evaoes was illegal per .te. After tills, unions developed with relativeh htt c 
looal opposition until 190K, ivhen in the Oanhiiry Matters’ Case (Toeare vs^ 

/ «./o the United States Supreme Court declared that the tinion involved 
Itoinhinati.. restraint of interstate commerce and hence a conspiracy 

punishiiblc under the Shermnn Antirrusr Act of ^ ' 

Ltioiis .. to all unions, and the fear that the S.ipren c gn 't -iW • 

precedent under which all kinds of union activities iniglit be held 
hue the Shermnn Act led to •■igitntion for reform of the law. 

A result of this agitation was that the ''‘hf 

‘^“■'''‘':;i,:t:r::rr:“m:mmiiper; deciar;d 

.as somewhat premature. 

.. , 'h, .,f„r all was empowered to decide what activities 

dT,:f::'’’ a:^^^^^ -^ ., ,eini in such a ina„ne, as « 

were liiwtui, .mu " i unn Hie-innhcnbility ol 

.„a,,o llie Clayton Act’s provisions have '"'y'''- ' ' ,p ,„e „ist 

„,0 Shen.ian Ac, ,0 labor unions. .Since that time, , 1 , 

once of iinions has no, ,,oen ruled violation 
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under the law. In 1939 and 1940, the Department of Justice attempted to 
end certain allegedly monopolistic practices of various labor organizations, 
particularly those of the carpenters’ union, on the ground that these re¬ 
strained interstate commerce and hence were illegal under the Sherman Act. 
The Supreme Court, however, refused to support this attitude. 


LEGAL AID TO EMPLOYER TACTICS 

One of the most effective weapons employed against union activity in 
the past has been the labor injunction. This is a court order prohibiting 
unions and their members from engaging in certain practices. Before the 
passage of recent legislation such orders were usually issued on the ground 
that the employer’s property or other interests would be damaged" unless 
he were protected against union action. Boycotts, picketing, strikes, organ¬ 
izing workers, and other union activities have been prohibited bv such 
orders, while in extreme cases injunctions have even prohibited any’person 
from informing any other person that a strike exists at a given establish¬ 
ment. Violations of an injunction, since they constitute contempt of court, 
are punishable by prison terms or fines. Union dislike of the injunction has 
been based on its widespread use to defeat strikes, together with the sum¬ 
mary manner in which court orders often were issued, many of them be¬ 
coming effective without the union involved having had an opportunity to 

Yellow-dog contracts frequently were upheld by the courts in the 
^rly part of this century. In 1917 the Supreme Court declared in the 
Hitchman case that an attempt to organize workers who had made such 

TITIT an injunction. Even earlier, 

the Adair and Coppage cases, it had declared state laws prohibiting such 
contracts to be unconstitutional. ^ 


LEGAL AID TO UNION ACTIVITIES 

succetfuUn't" power, i, became ever more 

mg referL” o 7 Zn T "Ti “ ” — 

g reversals of court decisions harmful to unions and their activities 
of the prounion legislation on the statute books todarhL b eT dootd 
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same statute also contained a clause forbidding the granting of injunctions 
bv United States courts “unless necessary to prevent irreparable injury to 
property or to a property right, ’ but there again the pow er to decide w hat 
constituted an irreparable injury left the courts still in possession of much 
of their old power. 

In 1932, ho\\evcr, the Norris-La Guardia Act put a stumbling block in 
the path of efforts to use federal injunctions as means of breaking strikes 
or interferinq- r\ ith other union activities. On the premise that the indi¬ 
vidual unorgmrized worker is commonly helpless to exercise actual liberty 
of contract and to protect his freedom of labor, and thereby to obtain 
acceptable terms and conditions of employment, it made much more rigid 
than ever before the conditions which employers have to meet in order to 
secure a federal injunction. The courts ^\•ere now compelled to consider 
the results of an injunction on the union affected and to determine whether 
this order might not inflict greater harm on the union than the loss which 
would be suffered by the employer if he were denied the injunction. More¬ 
over, the statute requires that any applicant for an injunction must show 
that he has done his best to settle the dispute by peaceful negotiations and 
by using existing government peacemaking machinery. The act also indi¬ 
cates specifically a number of important union activities, such as publicizing 
a strike or paying strike benefits, which may not be barred by federal in¬ 
junction. The Norris-La Guardia Act applies only to federal courts, but 
about half the states also have passed anti-injunction statutes designed to 
curb the granting of such orders by their state courts. 


THE NATIONAL LABOR RELATIONS ACT 

An important event in the history of public policy toward orgamzed 
labor was the passage of the National Labor Relations y-t of ,935 a so 
Itnown as the Wagner Act). This act, winch re-enacted Section 7 
defunct National Industrial Recovery Act, a.sserts that it is intelligent public 
policy to encourage workers to organize independent tinyyf their own 
choiJing. The act itself is devoted to ways and means of effectuating th 
policy by providing an elaborate mechanism to assure the extension of 0^ 
lectiv^e bargaining. Its proponents argued that it would aid in the mainte- 

nance of industrial peace. 

A National Labor Relations Board of three 
admintster and enforce the act. This board determines which tkeyjM 
be considered a unit for collective bargaining pm poses, an 



INDUSTRIAL CONFLICT: EMPLOYERS, UNIONS, AND THE PUBLIC 379 

usually by holding an employee election, which union is supported by a 
majority of the tvorkers in this bargaining unit. The union in question is 
then designated as the sole representative of all employees in the unit, and 
the employer involved must bargain with this organization. In general the 
act asserted that “it shall be an unfair labor practice for an employer to 
interfere w’ith, restrain, or coerce employees in the exercise of the rights” 
of union organization and collective bargaining. Adore specifically, em¬ 
ployers were forbidden to establish or support a company union, to encour¬ 
age or discourage membership in any union by discriminating in the hiring 
of workers, to discharge workers who complain to the NLRB, or to refuse 
to bargain with the union certified by the board as representing a majority 
of employees m a given bargaining unit. In applying the law, the NLRB 

has also declared espionage and other antiunion tactics to be violations of 
the law. 

The operation of the act has had important effects. It has encouraged 
union growth tremendously, and much of the expansion of labor organiza¬ 
tion since 1935 has been due to the aid given by this instrument of New 
Deal labor policy. Many employers have continued their opposition by 
appealing to the Supreme Court against the decisions of the board but in 
the overwhelming majority of cases the court has ruled in favor’ of the 
M-RB. Perhaps no single difficulty has plagued the board as much as the 
dispute between the AFL and the CIO. In case after case, these nvo union 
groups have appeared as rivals, each asking that the board certify one of its 
unions as the bargaining agent for a group of workers. In deciding such 
cases, the board has, at different times, incurred the enmity of both the 
CIO and the AFL. Each has declared the NLRB to be biased and unfair 
« hen decisions have gone against it. Were it not plagued by the CIO-AFL 
conflict the executmn of the board’s duties would become much simpler. 

he Wagner Act does not cover agricultural laborers, domestic serv 
ants, railroad workers (who have their own machinery for collective bar 
gaming under the Railway Labor Act), and some mini groups S n e *e 

„.,,a .r, ” ™ 

in one avowed purpose-to bring an end to iuris- 



380 CONFLICT AND CO-OPERATION AMONG ECONOMIC GROUPS 

dictional disputes between rival unions. Whether the act resulted in fewer, 
or (as some have claimed) more numerous, strikes is an issue which will 
remain unsettled. 


PASSAGE OF THE TAFT-HARTLEY ACT 

The constitutionality of the Wagner Act had not long been estab¬ 
lished before proposals for its amendment were made. Such proposals aimed 
mainly at casing restrictions on propaganda by employers and diminishing 
immunities of labor unions, or at simplifying procedure in cases before the 
National Labor Relations Board. By and large, however, the nation ap¬ 
peared to believe during i935-4i that it had set up something appioaching 
a satisfactory legal framework within which collective bargaining might 
operate. During World War II most unions voluntarily gave up the right 
to strike and the question of revising the Wagner Act was held m abeyance. 

Between the collapse of Japan in the summer of 1945 and the close of 
1946, a series of events brought public dissatisfaction with the Wagner Act 
to a head. (i) Relieved of their wartime renunciation of the strike, and 
faced with a continued strong demand for labor and also a rising cost o 
hvino-, many unions decided to back claims for higher wages by striking 
Disputes tied up the coal mines, the railroads, the merchant marine, an 
other industries for brief periods, while strikes of public-utility wor vers 
temporarily deprived a number of cities, among them Pittsburgh, of elec nc 
service. These disputes, many of them gmatly inconveniencing ne pu ic, 
led to a strong demand for some unspecified change in tie : ’ 

,„e,:c was . gicral feeling rhat change, in the law -'S''' 

peace Yet no agreement existed as to wheie the trouble ay. (-) q 

[ “ whether, under the Wagner Act, forenten had the right to orgatw. an 
bargain colleetivcly was decided in the affinuat.ve. Despite much opp - 
tion from employL, wh.i maintained that foremen exercise 
functions, the National Lahot Relations Boa^^'d late ,n 'Ml 
right to organise. (3) hi the fall tif .946 » Republican y'l"'"/' “ 
toSioth houses of Congress. The Republican party 

sponsihihty for the Wagner Act (a New Deal measure) a d i as perfe y 
rlulv to amend it if that should be the desire of its constituents. 

After lengthy hearings and prolonged debate j 

Ac:. VetoetNiy President Truman as ad.^ 

repassetl over the Pry dents veto an cm- 

law revised the legislative framewoik of collective b b 
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ployer’s favor; it has been claimed, too, that it increased the power of t 
individual union member as against union officials. Whether its provisio 
were well designed to promote industrial peace, as claimed by its authors, 
a moot question. 


PROVISIONS OF THE TAFT-HARTLEY ACT 

The closed shop and union security. The Xaft-Hartley Act declar 
closed-shop agreements unenforceable, although the union shop, whereb 
new employees are required to join a union after being hired, is still pe: 
mitted. However, a union shop must now be approved by a majority of a 
employees instead of a majority of those voting, thus throwing against th 
proposal such apathy as there may be among the rank and file. In additior 
where a union shop is in operation, a union can no longer force an employe 
to discharge a worker for any reason other than nonpayment of dues. Thi 
means that if a member is disciplined by his union, say for antiunion activi 
ties, he can still continue to work in the plant. Moreover, the law respect 
state legislation prohibiting the union shop.^ The task of maintaining “unioi 
security,” that is, a stable relationship between unions and employers unde: 
which employees have definite motives for joining unions and paying dues 
IS rendered measurably more difficult for union officials 

Unfah labor practices. The Wagner Act had outlawed a number oi 
un air labor practices by employers, e.g., dismissal of workers for unior 
activity. The Taft-Hartley Act defines a list of unfair practices by unions 
against employers, and declares them illegal. Some of these are mldt legal 

s^trffie"s employers. In this category are: jurisdictional 

strikes, secondary boycotts, and strikes designed to force an employer to 

bargain with one union after the National Labor Relations Board L ap- 

uXl ^ bargaining unit. Other unfair practices by 

can e made the subject of a complaint before the board by the em- 

"featherbedding”). ^ ^ ° ^ practice known as 

Delaware, Florida, GeLg^^AL^sa^*iowa,'^£n' Arizona, 

Dakota, Tennessee, Texas, Virginia. ' ’ Carolina, Nebraska, South 
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The right to strike. With a view to the peaceful settlement of labor 
disputes, tlie Taft-Hartley law surrounds the right to strike with a number 
of restrictions whose effectiveness is very hard to judge. There are three 
principal provisions of this kind, (i) Sixty days’ notice must be given of 
the expiration of any labor contract, and strikes within that period are 
banned. Employees who strike notwithstanding, lose whatever rights they 
have under the act, and may not vote in future union elections. (2) Strikes 
by federal employees are declared illegal; that is to say, striking federal 
workers are automatically discharged, lose their civil-service status, and are 
ineligible for federal employment for three years thereafter. (3) Whenever 
the President declares that a threatened or actual strike or lockout endangers 
national health or safety, the new law requires a compulsory cooling-off 
period of eighty days for attempts at peaceful solution of the dispute. If the 
strike or lockout should nonetheless occur before the eighty days are up, 
the Attorney General may apply for an injunction. This provision amends 


the Norris-La Guardia Act. 

Status of foremen. The Taft-Hartley law decides the long-disputed 
issue as to whether foremen and other supervisors are “employees” for pur¬ 
poses of collective bargaining., They may organize if they wis , ut t ey 
cannot compel their employer to recognize any union they )Oin, or to bar¬ 
gain with them collectively. • 1 a • 

FoUtical contributhm. The apparent success of the Political Action 

Committee (a “subsidiary” of the CIO) in defeating a number of Congres¬ 
sional candidates deemed unfriendly to labor in the 1944 ''‘‘to 

demand for the prohibition of political expenditures by bbor ^ - 

porations have long been forbidden to make such conyabutions; h T O 
Hartley Act extends this prohibition to labor unions. The ban is smet an 
Apparently may even prevent the printing of political opinions in union 
peruidicaL Contributions may of course still be collected from union mem- 

Otfeer prortrioiK. To obtain the benefits of existing law (e.g., cemfica- 
tion asErgaining agent) a union must file finmeial data, and its officids 
must submit affidavits specifying that they are not 

ployers a new privilege of “free speech” is conferred, ^ ‘ 

Lme difliciilt to charge employers with ^ 

nialtcs a number of administrative changes. The National Labor Relation 
isdlrd (originally established by the Wagner Act) is converted from an ad- 
• ■ ^ imldinp- nhnt elections into a tribunal foi healing 

':„:ir:;SiA,A:! ::»b';i:i:: joi„t congressional committee 
Labdr-Management Relations composed of seven members o eac i 
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the group is empowered to study the working of this very complicated ar 
highly experimental statute, and—if necessary—to recommend future amen 
ments. 


RESTRICTIVE PRACTICES OF SOME LABOR ORGANIZATIONS 

The establishment of the Joint Congressional Committee to study tl 
working of the Taft-Hartley Act, as well as the frankly experimental an 
even contradictory nature of some of its provisions, gave strong support t 
the view that the legal framework of collective bargaining had not y( 
reached its final form. The re-election of President Truman and of a Demc 
cratic Congress in 1948 made further amendment certain, whether by mod 
fication or by outright repeal of the Taft-Hartley Act. 

It is an undoubted fact that twelve years’ operation of the Wagne 
Act was accompanied by an immense extension of the field of unionizatio 
and growth in power and importance of union leadership. The labor legis 
lation of the New Deal curtailed time-honored rights and privileges of busi 
ness owners and managers, and gave organized labor unprecedented posi 
tion and power in our national economy. But this growth in the bargaininj 
power of labor was accompanied by the spread of restrictive practice 
among some unions and in certain industries. In partial explanation of th( 
current of opinion which produced the Taft-Hartley Act, certain feature: 
of the darker side of the labor scene deserve notice. 

The abuse of power by labor unions arouses at least as much resent¬ 
ment as the abuse of power by corporations and cartels, a condition intensi¬ 
fied no doubt by the fact that union abuses are less easily disguised. The 
practice of racketeering and gangsterism by some who call themselves laboi 
leaders, and the use of monopoly controls by otherwise highly respected 
unions are so commonplace as frequently to pass without comment. Failure 
o hold elections, levying of exorbitant dues, denial of membership on 
grounds of race or personal prejudice, resistance to technological innova- 
n, artificial limitation of the amount of work performed-such abuses are 
not characteristic of the labor movement as a whole, but they are suffi 
aently common to have aroused widespread criticism. As specilfc exampks 
may be cited attempts by the American Federation of Musicians to force 
ployment of unneeded workers, the restrictions upon the type and 

comm"o T individual ™rker wWch are 

common in the motion-picture and construction industries similar re!r 

bom upon the amount of work performed by railroad workers (the sT 
called featherbed rules'!, and th. 
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truckino- firms by locals of the International Brotherhood of Teamsters. The 
labor movement as a whole has been reproached for not conducting a vigor¬ 
ous campaign against such evils in its midst. 

Although such abuses partly motivated the legislation which emerged 
as the Taft-Hartley Act, the act attacked them only indirectly. To the ex¬ 
tent that they depend upon monopoly power, abuses may possibly be di¬ 
minished through the impossibility of enforcing closed-shop contracts or 
the control of union dues. Yet the construction workers and the teamsters 
in the past have found ways of enforcing the closed shop which did not 
depend upon any appeal to the courts. If the Taft-Hartley law scarcely 
touched problems of this order, its sponsors could claim that they were con¬ 
cerned with regulating labor relations in general, and not with the restrictive 

practices of this or that particular union. 

The abuse of power can be prevented by the destruction of the power 
itself The repeal of all New Deal labor legislation and the return to the 
legislative, administrative and judicial attitudes of nvo decades ago might, 
by weakening labor unions as a whole, have cured some of the abuses men- 
tioned. But such a remedy cvould fall upou the just and the un,ust alike, 
and few will be found to claim that the result would be worth the price. 
We should remember, too, that in labor disputes the abuses are not all on 

Atalternative is to legislate against specific evils. A start in this direc¬ 
tion has been made through the passage of the Hobbs racketeering law 
and of the Lea Act which makes it illegal to force an emplo,er “ 
needed workers. These two pieces of legislation are m process of be g 
Tted in the courts, by prosecution in the one case of the teamsters and in 
the other of the musicians’ union. Legislative attempts “ ““'ey'™ 

msm 

fvZThff::t1haHabor has "o" 

in past eras explains, if it does not manage- 

reform by legislation is t aat some o instance, how demo- 

incnt of individual labol unions. , ' , . s ..oion can be secured by 
cratic control of officials by the membership 
congressional enactment. These consideiations ^ gg . 
widespread education, of union members and officials alike. 
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and responsibilities of industrial dcniocracv. Adult cducari(»n in ucnLial aiul 
training in industrial relations in particular ha\c lagged far behind the 
growth in the power of individual labor unions. It is possible that onl\’ ihe 
mobilization of governmental and private resources for a \asr educational 
campaign in the principles of industrial dcniocracv can secure bu- labor- 
unions their maximum usefulness to socict\'. 

This is not to deny that an cqual-or perhaps greater-responsibility 
rests with business management. If labor .sonictinies abuses the pow er u Inch 
it has obtained ah-nost overnight, and easily loses sight e\ en of its ow n long¬ 
term interests, management has too often failed to accept the Wanner Act 
as an integral part of our statute law, or to recogni/e the o\ cru helininn 
probability that labor unions have come to sta\'. .\bin\- cniplo\ ci-s are sus"^ 
picious and confused. Whether such fears are reasonable or not,' just as labor 
fears that the National Association of Manufacturers is out to crush the 
unions, to drive labor back to the doghouse, and even to destro^■ demncriew 
Itself, so business fears that organized labor is but a conspiracN' to rub man¬ 
agement of Its traditional functions and so-called prerogath-es. All these 
fears create an atmosphere not conducive to progress in industrial relations. 

t has been argued that the initiative in breakintr the impasse should 
come from management rather than from labor: First, because the character 
o the economic and legal weapons used by management when labor as 
weak explain much of labor’s current bitterness; second, because business 
men and personnel directors are still on the wilMe a better-educated m-oun 
than labor-union officials, and therefore should be expected to take a Line 
what broader and less immediately selfish view of industrial relations than 
has been common in the past. But it may be that, here too, progress must 

It would be a mistake to conclude that the picture is entirciv bitcl- 
Busmess management has long applied scientific methods to et^^nee i 

£;rrf 

funds) without even studying them (in ke th 

committees organized upon the initiative of the Vr"p;Idu«''’“7'7"' 
thousands of enterorises dnrmrr d ^ i^roduction Board in 

efficiency was practicable and^effrcdvl'’'"'''''* 
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Especially would it be unsafe to conclude—for instance, from the large 
number of industrial disputes which occurred during 1946-47-that labor 
relations in this country are growing steadily worse. The exceptional fre¬ 
quency and gravity of disputes during this period was due mainly to two 
causes. One was that the coming of peace released all unions from their 
wartime no-strike pledges; in a sense, the nation had to work through a back¬ 
log of potential disputes which ordinarily would have come to a head at 
some previous period, but did not do^ so because of the war. The other 
cause of strikes was the progressive downward adjustment in the purchasing 
power of the dollar; by altering the real content of every wage agreement 
(except for those few agreements geared to the cost of living) such a change 
in the value of the dollar is a potent cause of industrial strife. The backlog 
of wartime disputes by now is probably exhausted; the purchasing power 
of the dollar may cease to decline. Nor should we forget that, even in such 

a strike-bound year as 1946, approximately one thousand collective agree- 
ments were peacefully discussed, revised, and concluded in the United 
States every week. Only those relatively few negotiations that led to a dis- 
. putc had news value or caused inconvenience to the public. 


CHAPTER SIXTEEN 


Farmers: production and prices 


The chapters in this section are concerned with the welfare and status, 
roblems and aspirations, of different economic groups within the nation as 
whole. Why, then, do we single out farmers as a major economic groups 
he days when a majority of Americans tilled the soil have long since van- 
e , yet, even now, about ten million people, or one person in six of the 
ibor force, either operate farms themselves or work for farmers. Farming 
still a common way of earning a living in the United States. 

Major farming regions of the United States are shown in Fig. 22. Re- 
lons are classified by their principal crop: thus other things besides wheat 

P™duced in the region marked 
year, and so w.th other regions. Where no single crop predominates or 
here snbsraence farming prevails, the classification “mixed farming” has 

ows“The T The map dearly 

jrain farmer of the Plains, and a fruitgrower of the Pacific Coa^r rt ^ ’ 

ny charycKriMH ii, ..mnion. 

a., but each operates upon a relatively small scak " 

f-sufiicient than any other senment of rh» 7 ^ 

)duce for the market, most of what they Wra ril“ ‘hey 
St ayays requiring transportation and oLn in need' of elX 
before it reaches the final consumer. Moreover alric„t "“ 
close and often fatal dependence upon the wialer. Pml “ 


lnni-1 



Figure 22 major farming regions of the united states 
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certain, and no farmer knows in advance just how much he will harvest, or 
what he will get for his product. In these ways farming differs from other 
smalhscale enterprises, such as storekeeping or dentistry. We may safely 
regard farmers as an economic group, distinct from other groups, to the 
extent that they share—or are inclined to think they share—problems not 
shared by nonfarmers. 

Farmers and their problems bulk larger in the national scene than mere 
lumbers would indicate. They occupy an unparalleled position of respect, 
ind even admiration, in the minds of city dwellers. We all have heard it 
:aid that agriculture is “the nation’s backbone.” Everyone knows that the 
American who aspires to high public office does well to point with pride 
o his rural origins. At the very least he must insist upon his love for farm 
ife, and he proves it by being photographed beside a sturdy plow horse, 
’eople who dwell in the country are considered to have been spared the 
orruption of city living. It is often felt, too, that the welfare of those who 
roduce our very food and clothing is in some subtle way a prerequisite 
f the welfare of the nation at large. Finally, in large measure what the 
irmer says politically goes. This is because the least populous states, whose 
ihabitants of course are overrepresented in the Senate, are predominantly 
aral. Even within such a state as New York, the rural Congressional and 
■ssembly districts tend to be less populous than the urban. 

F . W position of the American farmer in the minds ahd hearts 

f h|s fellow cmzens has a long history. Throughout most of the nineteenth 
•ntury the promise of Amencan life was embodied in the self-reliant men 
Id women who struck out afresh in a rich land and, by dint of hard work 
op e living and minding their own business, got ahead in the world The 

ependent farmer was the prototype of the successful American, the main- 

thferrth' s“aid Ti*' Tf" “Cultivators 

^the earth, said Thomas Jefferson, “are the most valuable citizens. They 

- ^tuost vigorous, the most independent, the most virtuous and they 

F tied to tyir country, and wedded to its liberty and invests by the 

« «mg bonds.” This thought has been repeated by countless American 


E ECONOMIC POSITION OF FARMERS 

Farming may be virtuous, but it is not always profitable nf 
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ccivcd rhcir “fair share” of this world's goods. What support exists for this 
opinion- 

Let us ral^e the \ ears 1940-41, vears in which farming as a whole was 
nH)i'c prosperous than it had been lor a decade, hut was not \ et markedly 
affected 1 )\' wartime hoom e'onditions. In 194^^ thirty’ million persons, or 
rouLdde one-fifth of the population, lived on the nation’s six million odd 
farms. 'Lhis means, as wc have seen, that about one American worker in 
six earned Ins li\'int^ Iin' farmintj or working tor a faimei. \ ct fewei than 
fine dollar in ten of the national income went to agriculture. Tlie propor¬ 
tion of the national income received by farmers in various years is shown 
in I'nblc 1 I, page 192. 

The smaller than average income earned in agriculture can also be 
shown graphically. Lig. 2^ contrasts the distrilnition of income between 
farm and nonfarm houwholds ' for 1941. In that year more than six million 
farm households had an average income (including allowance for the value 
of food raised anil consumed on the farm itself) of about $1,650. The na¬ 
tion’s thirty-nine million nonfartn households, on the other hand, avciaged 
$2,v>f’- ^ distribution of income for farm and for nonfarm households, 
shown for each grotip percentagew ise in the chart is, of course, vciy un¬ 
even for both groups. Some fanners arc poor, others wealthy; this is true 
alsfi of nonfarmers. But the tctulcncy is clear for those engaged in agricul¬ 
ture tf) earn less than those engaged in other occupations. I or instance, only 
25 per cent of the farm, but 44 per cent of the nonfnrm, households had 

incomes in excess of $ 2 , 000 .'- 

Against this it may be urged that living is cheaper in the country than 
in the city: if the rural family receives fewer dollars, each dollar will pur- 
chase more. It may also l.c saiil that the nnal p.mf. litishtg « least some 
of their o«ii foo.l, have somewhat better iliets than the mhan poor. Vet 
these ami similar .|iialincations are scarcely snlTicient to upset the conclusion 
oiitline.1 above concerning the generally inferior economic status of fatm- 
crs. Moreover, altogether aside from the tpicstion of income size, numerous 
other imlicators point to the same conclusion. In 1945. f'”' "'stance, slespi 

. The term ' hooichnld" i. ii.cd Iwre to incUule both families and individuals living 

“''"’■in 104" when thi. wa. written money Income, generally had risp 1’"^ 

chaaing power of the dollar had declined) In comparison with 1941 . the latrat yea 
whlch*data of the kind quoted In the text were available. The especially sha p 
farn. pricca may even have diminished somewhat the differential between 
f!m! fnTomea. L the relationship ahown for . 94 . I« pthb.Wy 
bs oft# derived for tlio ininicdiat®. poitwnr yearia 
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ten years’ pressure for rural electrification, almost half the nation’s farm¬ 
houses, but only one nonfarm dwelling in twenty-five, lacked electric cur¬ 
rent. Again three out of four farmhouses, but only one out of nine nonfarm 
dwellings, lacked a piped water supply. 


Figure 23 percentage distribution of farm and non- 

FARM HOUSEHOLDS, BY SIZE OF INCOME, 1941 
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Why has farming steadily become less important as a source of liv^eli- 
hood in the United States? The story is long and complicated, and includes 
the important fact that American producers have found it to their advan¬ 
tage to engage in other lines of production. Directly with regard to condi¬ 
tions in agriculture, three major factors go far toward an explanation: in¬ 
creasing productivity, declining exports, inelastic demand at home. 



other industries 




/dj Agriculture iM A 




Figure 24 percentage of the labor force engaged 
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practices, have served to expand agriculairal output. Since 1870 these 
changes have multiplied output per person engaged in farming about three 
times. Yet the market for these vast potential harvests and animal herds did 
not expand correspondingly. Indeed, it could not possibly be expected to 
do so. 


THE DECLINE OF AGRICULTURAL EXPORTS 


American farmers turned their eyes toward the lucrative European 
markets even in colonial times. Much later, with the opening of transporta¬ 
tion routes and the settlement of the West, grains and livestock products 
were added to the traditional exports, cotton and tobacco. Yet by 1900 
farm exports had started to shrink in importance. In the middle years of 
the nineteenth century farmers produced up to four-fifths of all American 
exports. Between 1900 and the outbreak of World War I, half our exports 
were farm products; between the two World Wars, one-third or less of 
what we sold abroad came from farms. What had happened? 

As the nation became more and more highly industrialized, two impor¬ 
tant changes occurred in our economy. In the first place, the new manu¬ 
factures came to occupy a larger and larger place in the list of exports; 
farm products were not exactly crowded out, but for various reasons manu¬ 
factures became easier than farm products to sell in large volume abroad. 
In the second place-really another aspect of the same condition-factories 
tended to drain away the rural labor supply, so that farmers found it more 
and more difficult to employ the kind of labor they needed at the time t ey 


needed it. , j 1 

Finally American farm exports were hit by two other developme 

overseas. New producers, such as Egyptian cotton growers and Argentine 
meat producers, set up in business and began to undercut American farmers 
in European markets. And, as the mid-nineteenth-century enthusiasm for 
free-trade principles began to wane, European consuming countries staite 
to protect their agriculture with tariff duties against competition from im¬ 
ported produce, American or other. The importance of agricu ture an 
problems to our foreign trade policies will be shown in Chapter 29- 


THE INELASTIC DEMAND EOR AGRICULTURAL PRODUCTS 

There remained the domestic market, destined to be, in peacetime at 

least, the main outlet for farm produce. Yet here, too, “ 

be important. Substitutes developed: cotton and wool were replaced p 
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by rayon and other fibers derived from woodpulp. And the expansion in 
output per worker, already noted, ran up against the “inelastic demand” 
for farm products. Consumption, that is to say, does not respond when 
lower costs of production lead to a cheapening of the product. This situa¬ 
tion is to be explained, simply but not inaccurately, in terms of the fixed 
size and limited capacity of the human stomach. Neither cheaper food, nor 
more to spend on the part of the city dweller, could appreciably increase 
food consumption in terms of pounds or calories. In fact, the trend is in the 
opposite direction. As a result of better-heated homes and less sheer physi¬ 
cal labor, Americans consume about lo per cent fewer calories per capita 
than they did in 1900. Some further substitution of labor-expensive dairy 
products and fruits for staple foodstuffs may still be in prospect. But, by 
and large, every increase in output per worker in agriculture diminishes 
the scope for employment in farming, and releases farmers and farmwork¬ 
ers (or their children) for other occupations. 

The steady long-term decline in the percentage of the labor force en¬ 
gaged in agriculture is therefore a tribute to the productivity of farmers- 
n IS also the obverse of the rise of the United States as a great manufactur¬ 
ing nation. Because fewer men were needed to till the soil, more and more 
could be spared, not only to man the railroads, power plants, and factories 
of the new industrial age, but to fill the rising professions and white-collar 
occupations whose services the community could now afford to buy The 
surprisingly large number of city folk “born on a farm” is partly a result 
of the large size of farm families; it is a reflection also of the rektively larger 
number of persons engaged in agriculture a generation ago than today. 

THE INSECURITIES OF FARMERS 

Eveiy industrialized country has seen the proportion of farm folk in 
the population, decline. It does not follow, however that this rra„ , i, 
usually come about easily or smoothly. In the Unite/s t« ^ 

World'“!grTcute^^^ 

Zij 

South, are scarcely uffeLerby mtkeffl“uctua“^ “ 
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later in this chapter. Here we are concerned rather with the changing for¬ 
tunes of connnercial farmers t\ ho produce one or a very few staple prod¬ 
ucts for cash sale. The income of the individual farmer depends partly 
upon how lar^e a crop, or how much milk or meat, he markets during the 


year. 

It is true that the hardy but unfortunate pioneers w^ho plowed up the 
“dustbow 1 ” of w estern Kansas and Oklahoma during the first three decades 
of the century were wiped out by crop failures during the thirties because 
they had pushed the frontier of cultivation into an area where rainfall is 
not regularly adequate for tillage. Vet the success or failure of the average 
farmer over the > ears depends less upon his success in raising crops than 
upon the prices he gets for what he sells. His cash expenses are relatively 
fixed from one year to another: rent or mortgage payments, hired labor, 
seeds, fertilizer, gasoline. A rise of a few cents a pound or a bushel may 
double his profit; a corresponding fall may put him m the red. 

Since about 1880, as we have seen, the decline in exports and the rapid 
rise in agricultural productivity, coupled with the inelastic demand for farm 
products, have tended to make much American farming relatively unprofit¬ 
able At least, complaints have been loud; and the number of farmers failed 
to increase, and then started to diminish. Some areas went ahead of course, 
and others suffered partial or complete eclipse. The opening of the G^at 
Plains w iped out commercial grain production in New h.ng and, cotton 
growing moved southwest toward Texas; California fim produced wheat 
Ll them developed a citrus industry. Yet a downward adjustment in 
scale of farming in the United States W'as nonetheless in piogiess. 

This gradual deflation of agriculture, and the discouragement of mdi- 
vich.al fa,.n.rs wI.kI, it was perhaps inevitahlc ,n »•’>' 

entittg highly in.histriali/cl. The eimvnwatd trend, ' y 'yPj' 

revetse.1 l.y the events nf ttvn wnrUI wars, Dnt.ng, and especially a tet, tl e 
periiKl nf hnstilities a hungry Isurupe, its uwn agncdttire ''^■" 1 ’'"“’^ P' ;; 
Lr.ed hy lack of fertilf/.er and loss of livestock, clamored o ™ 

is writtL, American fanners ate still prospering as a result of W olid Wa 
II, of which mote shortly. Meanwhile let us examine the coiisetiuenccs 

World War I more closely. 


EFFECTS OF WORLD WAR I ON FARMERS 

Diirini: the tlecade prior ro World War I ir looked as if farmers would 
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then increasing more rapidly than improved farm acreages. Moreover, manu¬ 
facturing industry developed apace. 1 here was also a large migration from 
farms, suggesting that many rural people believed life to be more attracti\'e 
in the cities. But this movement made things better for those who remained 
on the land. Indeed, had the farm population continued to decline, and had 
this decline matched the continuing rise in agricultural productivitv, the 
farm surpluses of the twenties and thirties might never have been experi¬ 
enced. All in all, the decade prior to World War I was a period of mod¬ 
erate prosperity for most commercial farmers. Later it came to be called, 
with a nostalgic sigh, “the golden age of American agriculture.” 

The outbreak of war in 1914 pulled our farmers violently out of these 
grooves of adjustment. As was to happen again as a result of World W'ar 
II, the Allies need for food and materials mounted rapidly. Our relative 
nearness to Europe gave us an advantage in supplying the belliaerents and 
neutral countries turned to us for supplies they could not readily obtain 
6 sewhere. Once again, American farmers did a rushing foreion business 
Our own entry into the war in 1917 gave further impetus to%he boom.’ 
Crop prices skyrocketed, and with them also mounted the cash incomes of 
armers Spurred by these soaring prices and by patriotic appeals to crow 
more and more, farmers expanded their productive plant and equipment. 

otal farm acreage was about 9 per cent greater in 1920 than in 19,0; land 
m wheat rose from 46,000,000 acres in ,9,7 to 73,000,000 in .919. 

o armers it looked as if the millennium had arrived. On the averace 
'aues of farm land rose 70 per cent during 19,3.20. This not only made 
farmers feel more affluent; it enabled them to finance the expansion of thei, 
pioyctive equipment by borrowing. During this period Lm mortcage 

nationa istic feeling whirh l^rl u • arrected by a wave of 

products. Prices ?„:tnd tal„e “lp“ “ 

Stranded on their mountainous capacity to prli^TTad th """ 

down as never before by debts aL taLs. ^ 

agricultural depression of the 1920 's 

-11 as 7ecWth“ 
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t\\ enties is remembered as a period of extraordinary industrial prosperity. 
But the masses of our farmers remained stranded. All through the 1920’s 
there \\cre loud cries of distress from rural areas, and growing demands 
that the oovernment do something to “save agriculture. And, as the giip 
of depression tightened after 1929, millions of farmers became desperate. 
The V holcsale abandonment of farms in the ^\•estern plains as a result of 
drouoht in such a year as 1934 served only to dramatize the general un¬ 
profitableness of farming, even when crops were good. 

The causes of the long-term decline in American farming have already 
been examined. There remains the question why, at times when employ¬ 
ment opportunities in industry ^vere good, as they were during the twen¬ 
ties more people did not leave farming for other occupations? When too 
many people are trying to make a living in any line of business, few of 
them will be successful. But once a sufficient number give up what they 
arc doing as a bad job, and resolve to try something else, the “overproduc¬ 
tion” comes to an end, and those who remain can make a living. • 

Something of the sort did actually occur during the twenties. One mil¬ 
lion fewer persons were living on farms in 1930 than in 1920, and m fact 
the decade saw a substantial migration from farms to urban areas, especia y 
industrial cities. Shifts also occurred in the activities of farmer; grains and 
ether staples gave way to dairying and fruit farming, which showed some¬ 
what ureatcr promise. . , 

vt whether we hitmic the false hopes eTtgemkred by the agrarian 

boon, oi World War I, or the simple stubbornness of the mdividnal cul - 
vator wc nmst recognize that, by the thirties, the farm situation was bad 
where it had been in the eighties and nineties of the last century; incieasing 
nr,Iwd'hy, together w ith inelastic demand, had forced farm prices down 
and wiped out fanners- incomes. In part the wartime lioom was undc.*t- 
„lly blame, for it had enemraged the development "f ^ 

f 2 c;“; HE 

1930. 

OCCUPATIONAL IMMOBILITY OF FARMERS 

Yet pec.. obstacles esist which F'cvcnt the farmer 

some other occupation when times avhich 

can be siniinicd up in the term “imimibility. Some 
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impair the mobility of labor have already been discussed in Chapter 14, but 
\ erv special obstacles surround the farmer who tt'ants to give up farming 
for something that will pay better. He is accustomed to tvorking in the 
open air; his skills do not have much if any value outside farming; he often 
has a substantial investment in the farm, even if it is mortgaged; he reflects 
that the farm assures his minimum needs for food and shelter, even if he 
makes no money out of farming. In these circumstances he and his family 
continue to work the farm, perhaps year after year, for an hourly reward 
which no urban v^age earner would dream of accepting. 

Possibly his children will look elsewhere, may migrate to some near-by 
citt'. But the farmer himself, during his lifetime, is bound to the soil by ties 
which are in no way weaker for being irrational. Not even the foreclosure 
0 a mortgage can be relied upon to force the farmer out of farmincr In 
taking title to the farm the mortgagor’s most hopeful plan will surely be to 
rent it back to the operator as tenant. While the weight of a mortgage is 
often discouraging to the farmer and has sometimes forced him into un- 

Xt ""f f ' f “ "'’r ^mediately needed cash, the 

1 h h ““f'y ^-e been limited to changes of ownership 

M hich left the same people operating the farms. ^ 

The occupational immobility of farmers is enhanced by isolation and 
y ac t o tnowledge of alternative opportunities. For this our failure 

r; tX™V: of employmem e Jhlg: 

s pary. to blame. The casual way ,n which such services have been admin 
.stored by individual states has greatly diminished their valu T edudnf 
occupational immobility. Ignorance of other opportunities bearresnecku! 
eatiy upon the farm population because of the relatively larne^size of 
farm famihes. Sons of farmers would still have to seek urbL for at 1 ‘ 

nonagricultural) employment in large numbers even if 
farming itself were not becoming more limked The “ 

aggravated by restrictions on entry into some urban / 

tions such as apprenticeshin ^ occupations, restric- 

labor-union initiation fees. ^ ^ "’“"‘apal licensing or excessive 

occupLLmlm'll'rctlr^thedecl 

in the productivity of ao-ricultiirp if • exports and the increase 

industrial depression of the thirtL rLers^ed theT'*"!! 

city folk back to the farms. The effects of nneinployed 

effects of renewed boom conditions in agri- 
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culture durino- World War 11 upon the number of farmers, the size of their 
plant and their indebtedness, have yet to be measured, but they seem likely 
to have still further delayed the downward adjustment in the scale of Ameri¬ 
can agriculture. 


THE FARMER TURNS TO WASHINGTON 

The (rricvances of farmers have always found ready political expres¬ 
sion, and their actual or threatened use of the ballot has often brought them 
real benefits. In the eighties and nineties of the last century they demanded 
and uot federal control of railroad rates, and statutes (by no means tvholly 
effective) ayainst their enemies, the trusts. On the other hand, farmeis have 
l)cen far less successful, at least since the Civil War, in resisting high import 
duties on industrial products than insisting upon the inclusion in tariff 
schedules of those few items (c.g., wool, sugar) with respect to which they 
themselves have felt the competition of imports. The demand for direct 
government aid to farming, usually in the form of a proposal that govern¬ 
ment buy up “surpluses,”^camc soon after the boom of World War I had 
collapsed. This idea t\ as not immediately accepted; not until the advent of 
the New Deal did fanners succeed in obtaining regular appropriations from 
the United States Treasury to supplement their incomes. So solid politically 
was the success then achieved that few policies now seem to have such firm 
bipartisan support as that of federal subsidies to agricultuie. 

We already have mentioned the strength of agrarian interests in Ameri¬ 
can political affairs-a strength that some people consider grossly dispropor¬ 
tionate to the luimber anil economic significance of farmers. There are sev¬ 
eral reasons for this, hor one thing, in our legislative bodies the arm aieas 
have a preferred position. The Senate, as everyone knows, includes two 
niemliers from each state regardle.ss of population. Thus the ten Senatois 
f,on, low-a, Kansas, Nebraska, and the Dakotas (all primanly agncultura 
states) represent less than one-sixth as many people as do the same number 
c,f Senators from New York, Massachusetts, Pennsylvania, Illinois, and O a 
( which are principally industrial). Itt the most powerful of 
bodies the agricultural states, despite their relative lack of populati , . 
the peers of tlie industrial states. I'urthermore, Western Senators ate son 

the l.igl.ly strategic position of being able to clcternnnc pamsan 
issues liy swinging their votes in support either of Southern Dcmociats oi 
“ LtL. luUblicnns. Hence a “farn. bloc’’ .nay hold the balance of 

nower in the Senate. 
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THE POLITICAL STRENGTH OF FARMERS 


Even more important in mobilizing political support is the widespread 
sentiment that agriculture and the farmer represent those qualities primarily 
responsible for the nation’s greatness. We have already noted that the presi¬ 
dential candidate who has sprung from the soil already possesses a great 
asset. Our folklore supports the notion that agriculture is the mainstay of 
individualism and the keystone of all industry. Thus are symbols of pioneer 
days refurbished in order to prove that we have not forgotten the spirit of 
early America. This appeal to tradition makes it easier to rally support for 
proposals to aid farmers than it would be to win backing for programs in 
behalf of shopkeepers or wage earners. The city politician and the news¬ 
paper editor may bitterly oppose appropriations for farm aid. But they can¬ 
not afford to denounce publicly political pressure by farmers as “sinister,” 
selfish, or un-American.” That would offend the tradition too deeply. 
On the other hand, the agrarian spokesman can count on applause when he 
pleads for “horny-handed men of the soil,” or when he flays the “Wall 
Street ^topus,” the “monopolistic labor unions,” and the “piratical middle¬ 
men. Given time, all this may change as our urban civilization matures 
But it still IS vital. 


Commercial farmers too-like manufacturers, veterans, labor unionists 
an ot ers are represented by vigilant political pressure groups. They are 
organized along crop lines, by counties and states, regionally and nationally 
The poorer farmers and agricultural laborers, however, are far less effec 

of poorer farm operators in some regions. Most influential of the 
a rarian political organizations are the Farm Bureau Federation, the Na- 
onal Grange, and the Farmers’ Union. From headquarters in Washino-ton 
ey establish contacts with Congressmen and government officials 'Uiev 
lobby vigorously for laws favorable to their members and wamh ^ 

1 government activities that touch farmers. In this they resemble 

les. ow ar pressure groups are a necessary part of democratic <t 
ernment, and beyond what point (if anv'l their L' v u fcOv- 

are questions into which we'cannot enTei he^X “ 

As already indicated, the idea of special aid fnr o • i 
by the American public partly on the basis of the superiorfrof'trT'^ 

::crr- - 

farm aid, additional arguments were .a^raW^orp^n't^rr’r 
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income status and near-insolvency of many farmers. Another was that the 
tariff on industrial products, which was thought not only to raise farmer s 
living costs but to reduce the foreigner s ability to buy farm products, en¬ 
titled farmers to some compensating advantage. Still another argued that the 
antimonopoly laws had not really restored competition among industrialists, 
or prevented some large-scale purchasers of farm products (e.g., tobacco, 
cottonseed) from maintaining a bargaining advantage. The notion that farm 
aid was in some degree a compensation for favors conferred on industry 
was particularly strong at the time of the almost simultaneous passage, in 
the summer of 1933, of the National Industrial Recovery Act and the first 
Agricultural Adjustment Act. 


THE ADVENT OF FEDERAL AID TO FARMERS 

The first substantial federal aid to agriculture was voted by Congress 
in 1929. The Federal Farm Board was organized with an appropriation of 
half a billion dollars (a vast sum for that time) in order to stabilize the 
prices of cotton and wheat. It w'as, however, quite unable to prevent the 
prices in ciuestion from falling far below the planned level. Its main effect, 
indeed, seems to have been to encourage farmers to plant larger acreages, 
and to produce more goods to sell at the assumedly stabilized prices. The 
Farm Board was chiefly important as a practical (and very expensive) dem¬ 
onstration that any program to guarantee farmers a minimum price for their 
crops, if its cost is to be within reason, must control the r/st> of such ciops. 
The experience taught a lesson learned by every successful monopolist; i.e., 
that restriction of output is a necessary condition for effective maintenance 

^Therefore, production control occupied a prominent place m the Agri¬ 
by Congress in an atmosphere of rural desperation, farmers strikes, and dis- 
ruptions^)f mortgage-foreclosure sales. Although the 1933 legislation was 
cniergency in character, and much modified by later amendment, we may 
safely say^the principle it represented now has become solidly grounded m 
publr Ley. T 1933 act set as the goal a level of “parity prices for 
L-m pJoducts, i.e., prices high enough to bear the same relation to mdus- 

jrtLhy''th7rd-.il)o.i between farm and other prices in this partictfl^ 
five-year peLd should have been taken as the “parity” standard is not teiy 
clear^Tli official view was that agricultural and industrial " n 

oHces were well balanced in that base period, and that it provided .an 
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equitable goal for an attempt to raise farm prices. (For tobacco and pota¬ 
toes a base period 1919-29 was selected.) As a matter of record, prices of 
most farm products were hicihcr in 1909-14 in relation to industrial prices 
than at anv other time in the nation’s history. In 1936 the objective of 
“income parity” w as substituted for that of “price parity”; i.c., farm prices 
ucre to be raised to such a level as would re-establish “the ratio between 
the purchasing pow er of the net income per person on farms and that of 
the income per person not on farms, that prevailed during the five-year 
period .\ugust n><x) to July 1914.” The announced objective of the farm 
programs is therefore to make certain the averatre standard of livino- on 
farms rises at least as rapidU' as that of the nonfarm population. 


"NEW DEAL" BENEFITS TO AGRICULTURE 

1 he original Agricultural Adjustment program applied to the follow¬ 
ing “liasic crops w heat, cotton, corn, hogs, tobacco, rice and dairy prod¬ 
ucts. I.atcr. under political pressure, the list was c.xtended to include barley, 
rye. flax, grain sorghums, cattle, peanuts, sugar beets and sugar cane, and 
potatoes. The Secretarx- of Agriculture was authorized to make cash 
benefit payments to farmers willing to reduce their acreage in the case 
of crops, (ir quantity of production in the case of other products. Money 
tor Ixmcfit payments was obtained from a “processing tax” levied on the 
nvirkcring of the "basic” commodities. Thus the mistake of the Farm Board 

vas avoided: producers were to be paid for producing less, not encouraged 
to proiiuce wore. ° 

\a this ..hvio,„ aim to restrict production d.imagcd the popularity 
y the program-cspcciaily among nonfarm groups, hut also trith some 
armcrs-frt.m the start. It «as obvious also that if the plan tvcrc to achieve 
Its ohieenves ,t had to make sure that surpluses were prevented from ap- 
[Kanng. G.ntrol of acreage « as soon seen to be a very inefficient way of 
hnunng product,on; the new hybrid corn, for instance, produced a larger 

rllT' '7" Moreover, the Supreme Conn 

M vt tth n the scope of taxation for the general welfare. For all these rea- 

ita ” T 

■SllCn, IcrrZ f ' h^"®' -d Domestic 

propHaHon from ...c\^i7d ^P- 

the amount to be sold were substiSied for 



404 CONFLICT AND CO-OPERATION AMONG ECONOMIC GROUPS 

cases. Third, to the purely negative philosophy of production limitation 
there was now added an attempt to tie the program up ydth soil conserva¬ 
tion. F.tr the must part these principles have survived in later legislation. 


THE AGRICULTURAL ADJUSTMENT ACT OF 1938 

Current federal aid to agriculture is based largely upon the Agricul¬ 
tural Adjustment Act of 1938- With the enactment of this legislation the 
program assumed more or less permanent form, various unworkable features 
of previous plans were eliminated, and the entire project given an appar¬ 
ently secure constitutional status. Essentially farm aid today consists of 
substantial appropriations by Congress to supplement farm incomes. To a 
minor extent disbursements take the form of benefit payments made, not 
in return for acrcatjc reduction as such, but for the adoption of piescribed 
methods of soil conservation. Thus clover and certain other crops, instead 
of depleting the soil of plant nutrients, will, if plowed undei, actually con¬ 
tribute to the soil nitrogen taken from the air. The use of such soil-building 
crops is admittedly good agricultural practice. However, critics have alleged 
that soil conservation was introduced only in order to make Agricultuial 
Adjustment appear less wasteful of public funds, and that conservation ob¬ 
jectives could have been achieved more effectively if separated from other 

farm programs. 

1 lowevcr that may be, most of the farm appropriations m recent years 
have been used for a’much more direct form of subsidy-thc support of 
farm prices by means of nonrecourse loans. Originally conceived as a means 
of temporarily holding excess supplies off the market, such loans have be¬ 
come a convenient way of guaranteeing to farmers a specified minimum 
price for tlieir products. A farmer can borrow at (say) 90 per cent of parity 
price, pledging his crop for the loan. If the market price rises above the loan 
value, he may sell the crop and pocket the difference. If the market puce 
remains below 90 per cent of parity, then (taking advantage 
recourse feature) the farmer may turn in the crop in fiilhllnient of his deb ; 
tlic loss is then borne by the Department of Agriculture. Thus, in cttcct, 
the government pays just so much subsidy as is necessary to guarantee a 

(riven price-in the case cited, 90 per cent of parity. ■ 

The act of 193R attempted to guard against the dangci tiat tics . 

sidies might lead to a breakdown of the plan through mercased 
correspomlingly expanded demands upon the Federal Treasury. One pi _ 
r::l„ri„„cllVhc l,i,-consc,-vnun„ rc.,n.cs, re «c,n^ac^ 

.stanic crons. Another, and more important, provision extended g 
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up the system of marketing quotas. Such quotas, to become compulsory 
when voted upon favorably by two-thirds of the producers, were applied 
to cotton, tobacco, rice, and wheat. In the case of the somewhat less strin¬ 
gent marketing agreements, applied to many other crops, adherence is not 
compulsory, but the nonparticipant is denied major benefits of the program. 

By the time the 1938 act became law, production controls had been so 
perfected for the majority of crops that any repetition of the Farm Board 
experience seemed a remote possibility. Yet in 1939 and 1940 surpluses of 
cotton and wheat were still a problem, and the Department of Agriculture 
was driven to subsidize the export of both commodities. Some surplus food¬ 
stuffs were also distributed domestically through relief channels by means 
of “food-stamp” plans. 


AGRICULTURAL ADJUSTMENT SINCE WORLD WAR II 

With the introduction in 1941 of lend-lease, followed by American 
participation in the war, the farm situation was of course turned upside 
down. Vast new agricultural exports became necessary, and large quantities 
of farm products found new domestic uses, for example, in making alcohol 
for the munitions program. Any risk of overproduction was further re¬ 
moved for the duration by the shortages of machinery and of farm labor, 
caused by the drift to war factories and by the draft. The Department of 
Agriculture therefore removed all restrictions on production, and at first 
confined itself to urging the planting of those crops which seemed to be 
especially short. Prices rose to parity levels or above, and the need for offi¬ 
cial measures of support disappeared. 

Meanwhile, under wartime legislation, and subject to the availability of 
funds, the Department of Agriculture was committed to the support of the 
prices of virtually all agricultural products at a minimum level of 90 per 
cent of parity for a period of two years following the official end of hos¬ 
tilities, i.e., until December 31, 1948. As this is written (mid-1948) continued 
igh levels of domestic purchasing power, and large exports to Europe, have 
prolonged the wartime shortage of farm products, so that substantial opera¬ 
tions by government iri support of prices have not been necessary, except 
m the case of potatoes. Not an important export commodity, and no lono-er 
used for wartime alcohol production, potatoes were the first major crop^o 
evelop a pos^ar surplus. As a consequence, support of potato prices cost 
dou^rT ^945 and 1946. This experience has led to 

current h.gh level of demand for farm products. prLuction conTrl t 
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other crops can be reimposed quickly enough to avoid a sharp rise in the 
cost of Agricultural Adjustment. 

Superficially, at least, the effect of World War II has resembled that of 
World War I. Net income of farm operators, tvhich touched 19,000,000,000 
in 1919 and slumped to less than $2,000,000,000 in 1932, averaged $4,000,- 
000,000 to $5,000,000,000 during the years preceding Pearl Harbor. Since 
then farm income has skyrocketed to $13,000,000,000 in 1945 and 
$16,700,000,000 in 1947. Since commercial farming, especially, is much 
more highly mechanized than after World War I, the total number of 
workers in agriculture (farmers and hired labor) is actually less than in 
1939. Hot\ever, the productive capacity of the farmer’s plant has been 
considerably expanded as a result of the war boom-in spite of construction 
difficulties and some inability to get desired machinery. The value of farms 
has risen, particularly in the Middle West, but there has apparently been 
no expansion in mortgage debt such as occurred during and after World 
War I. To the individual farmer, the main difference between the situation 
today and that of twenty-five years ago is probably the firmness with 
which the principle of government price-fixing of farm products l)e- 
corne embedded in public policy. Whatever the per cent of parity at which 
Congress eventually decides farm prices can be and will be supported, a 
floor now exists to help farmers against the disappearance of the export 
market and of inflated domestic demands. That production controls wi 
have to be reimpo.sed upon many, if not all, farm products to make such 
price-fixing effective without emptying the Federal Treasury, seems cer¬ 
tain. But the necessary techniques for limiting farm output seem now to 
be well understood. 


THE COST OF FEDERAL AID 

As a n,crc matter ,.f tU,liars the cost of federal aid to agtiettare can 
he readily con.pnted. It iitcindes all expenditures by the Depa.tment of 
AgricuIttL, exce|)t those made for certain nonfarm purposes such as for¬ 
estry. Since the passage of the first Agricultural Adjustment Act in 1933 
these expenditures have averaged roughly a billion dollars a r™' 
in Table 15. A billion dollars represented some 15 per cent of p 
World War II federal budget, hut amounts to only a or 3 per cent o 
rent annual expenditures by the United States 

tu d federal expenditures. As a related question, we may ask. How inipot 
I rn a tile oi income to farmers have government payments become? 
This'nnestion is answered roughly by the percentages shown in the rig 



FARMERS: PRODUCTION AND PRICES 


40 


Table J5 federal aid to agriculture, 1933-1946 



Expenditures of 
Department of Agriculture 
(except for forestry), 
fiscal years ending June 30 

Government payments to 
farmers as a percentage 
of net income in agriculture, 
calendar years 

1933 

$ 176 millions 

3% 

1934 

775 

10 

1935 

1,071 

9 

1936 

933 

6 

1937 

971 

5 

1938 

854 

8 

1939 

1,228 

13 

1940 

1,559 

12 

1941 

937 

7 

1942 

1,225 

5 

1943 

1,163 

4 

1944 

909 

5 

1945 

762 

5 

1946 

980 

5 


hand column of the table. It shows the percentage which the sum of all 
direct cash payments by government to farmers bears to the aggregate net 
income accruing in agriculture (i.e., including wages earned by hired labor 
as well as the profits of farm operators). In 1939 as much as thirteen cents 
of every dollar came from the government; in other years the fraction was 
less. While a rough guide to the importance of federal aid, these percent¬ 
ages do not reflect accurately its effect upon farm incomes. For one thing 
by no means all the expenditures shown in the first column take the form 
of direct cash benefits to individual farmers; beside the cost of administra¬ 
tion, much money, is spent by the Department of Agriculture upon re- 
search For another-and thfs factor causes the percentages given to under 
s.. the facts the percentages do not reflect the effect upon farm inrot; 
higher market prices due to production control. 

But the farm programs also are expensive to the community in a much 

for ard:s'’;:,tredttrettrtr^^^^^^^^ 

volves more or less nermanent- • 1 r • ■ ^ Adjustment in- 
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required to make agriculture self-supporting is therefore the transfer of 
a sufficient number of persons out of farming into other occupations. Critics 
of the farm pro(j;rams have argued that the effect of present policies is to 
make it ^\ orth while financially for farmers to continue in business, despite 
the fact that each is allowed to produce (or, more exactly, to sell) no more 
than his proportionate share of the limited amount of any product that the 
Department of Agriculture thinks can be sold at traditional price levels. In 
some cases the efficiency of production is lessened, or crops are allowed to 
rot; in other cases farmers receive increased but often unwanted leisure. 
The final outcome, so these critics argue, is to operate each farm somewhat 
below capacity-to arrange what would be known in industry as organized 
short-time working. That this may sometimes be the effect seems rather 
well established. Yet the fear that Agricultural Adjustment would prevent 
a much-needed decline in the number of farmers does not seem to have 
been realized. The census of 1940 reported several hundred thousand fewer 
farmers than did that of ,930, and there is evidence that the number has 
shrunk further since 1940. Whether the number of persons engaged in farm¬ 
ing would have declined further, and the tendency toward farm surpluses 
been eliminated more rapidly, if agriculture had been left to itself, we can¬ 
not know. 


THE PROBIEM OF BALANCE AMONG FARM PRODUCTS 

A further burden imposed by the farm programs on the community, 
a l.urden not reflected in the federal expenditures ated above, relates to 
the distribution of output among farm products. We have seen . 
domestic demand for farm pn.ducts is inelastic, i.e., comparatively insensi¬ 
tive to changes in prices or in the national income. T!y and large this assump- 
i, .Jc the demands for fresh f 

for dairy products arc probably somewhat less inelastic than 
mands for grains, cotton and tobacco. Moreover, nutrition studies 
si,'own that the Ainetican diet is adeipiate even among low-income group 
from the viewpoint of calories. They show also, howevev " 

I:;;:,, ami pai'tlcmany our poor, consume too 

even meat, and not nearly enough protective foods-ficsh g 

‘"'";::Oei::?:n:i:t;;f Agriculture has tecogni«d .he dcsimhility-in^^a 

the inevitahility-of a shift of pm! 

and tobacco toward truck crops and “ y 

due,ion-control programs, which were confined to staple ciops 
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wheat, cotton, and tobacco, had the effect of turning the thoughts ol iiianv 
farmers toward'vegetables and milk cows, which w ere not \er bubject to 
control. But as price support was accorded to staple crops, a large propiu- 
tion of producers of other commodities not vet sul)sidized have clamored 
to have the program include their products. \'irtuall\' all auriculrural prod¬ 
ucts have been included in postwar plans for price support, and hence als(j 
for production control. The possibility that declining prices, resulting from 
more efficient production methods, will encourage eXjKinded eauisumjition 
of protective foods (i.e., fruits, vegetables, and dair\- j)ruductsj is corre¬ 
spondingly reduced. 

How far these criticisms of Agricultural Adjustmenr are siunificant 
during the postwar period depends partly uptjn w hat sort of compromise, 
is reached by Congress and the Department of Agriculture between the 
interest of the farmer in high prices and that of the consumer in low 
prices. If parity is interpreted so that even the least efficient farmer, situated 
farthest from the market, is made to live relativelv at least as w ell as farmers 
in general did prior to World War I-at least as well, that is, as during a 
period of agricultural prosperity-then the burden on the rest of the ccmi- 
munity will be heavy. If on the other hand the production of larger tpian- 
tities of protective foods is stimulated, and if federal expenditures are de¬ 
voted not only to making farm products yield a high income to the farmer, 
but also to making them cheap to the consumer then the cost of the farm 
program will not be so noticeable. 


"SUBSISTENCE" FARMING 

The farmers so far discussed in this chapter have been primirilv 
commercial farmers-that is, farmers who specialize on one or a verv few 
products and seU for cash. These are the farmers of the Farm Bureau the 
Grange, and the “farm bloc,” the farmers who have been chieffv interKted 
m, and who have chiefly benefited from. Agricultural Adjusunent We 
have spent most time discussing the problems of commercial farmers be 
cause It IS they who produce the bulk of farm products, are politically 

NTTr agricultural appropriations. 

n- J r »^ers are commercial farmers in tins sense. In 1040 almost 
one-third of the six million farms in the United States xiere clarified by 
the Census Bureau as “subsistence farms.” Such a farm, by census defi^ 
tion, is one on which less than half the products are sold rhp " 

tion being used by the farm family itself. The fact that a farm 
^ces primarily for its own consumption, rather than for sale, is n^ in S 
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proof of poverty. Yet it is easy to show that in practice poverty and sub¬ 
sistence farming 2,0 together. For the census also classifies farms by value 
of products, w hether these products are sold or used by the farm family. 
Of the two million subsistence farms mentioned above, one-half raised less 
than $300 worth, three-quarters less than I400 worth, of produce during 
the year 1939. Three out of five of these subsistence farms are to be found 
below the Alason-Dixon line. The states of Virginia, Kentucky, Tennessee, 
Alabama, and Alississippi each contain more than one hundred thousand 
subsistence farms. 

Some of these famis are not operated by full-time farmers; in some 
cases the farmer is elderly and lives mainly on savings or a pension; some¬ 
times some member of the family may work for a neighboring farmer, or 
bring home wages from a near-by town. But enough farm families attempt 
every year to live on little more than the $200 of $300 worth of produce, 
which is all they are able to raise, for farm poverty to be a real problem. 
Alany different circumstances, or combinations of circumstances, are to 
blame. Ignorance, shiftlessness, lack of capital, worn-out or eroded land- 
all these contribute. In large measure, though not exclusively, extreme rural 
poverty is a problem of Southern agriculture. Within the Southern states- 
again in large measure, though not exclusively-this poverty is associated 
with the special form of tenancy known as sharecropping. In 1940 there 
were about 300,000 Negro sharecroppers, and about 240,000 white share¬ 
croppers, in the Southern states. They constitute over one-third of all 


Southern “tenants.” . 1 . r 

1 he sharecropper brings to the farm only his l“l>™ “ 

Iris family. Tire landlord supplies all other reqiiircmcntsUand (typicaUy 
forty acres), a cabin, a mule, harness, seed, farm miplcmcnts. Ficquent y 
he also advances credit to meet the food, clothing, and other living costs 
of the cropper family during the production season. Most croppers wop 
under the sltict supervision of the landlord. For their vprk they ustialty 
get half of the grain they produce and are paid or credited with half 
L money realized from the sale of cotton and cottonseed. From this shale 
are detlncred the credits advanced by the landlord, plus interest tlpt 
often excessively high. After these deductions, the cropper may find himself 

at the end of tlic season still in debt. 

■h realization that the benefits of Agricultural Adjustment wem 

almol wholly to ..etcial farmers, and barely 

phases of ruml poverty, led the New Deal to cvitahhsh the ™ " 

^ministration, later known as the Farm Security J' P' , 

grams have included loans to enable tenants to buy oi to improve 
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holdings, advice on farm managemenr, anti cncouratjcnicnt of rlic co¬ 
operative purchase of equipment. Camps for micraroiA' farm lilioitis a! 
have been established. Yet approj)riations for siieb tliretr .nd i.. iIk poiuxo 
farmers and laborers have been small in coiiipai ison w nh e\|)endiuiiXN to 
benefit commercial farmers. 


CONCLUSION 


It should be evident that there is nt) single ‘'farm problt in. " I'Ir- t om- 
mercial farmer looks f(»r a profitable market for lus ciMp. I ht- piir-timt 
farmer, who spends much of his time at some (ither oi t up at ii jh. mi.ii.ls 
hopes to feed himself. The culrixaror, commercial or orlurwise. vIk.s^ 
holding IS too small or whose land is exhaustetl. needs eithe)- mme t ipird 
or another way to make a living. 1 he sharecropper neetls ethicarinn and 
a different farming system which will make him imlependenr of his land¬ 
lord. Every farmer who is dissatisfied needs information about oppornmi- 
ties-for his children if not for himself-outsitie auriculnire. 

Just as individual farmers have their own problems, s,, -j.mernnienr 
must face the issue as to wdiat kind of agriculture it wants fipr rhe benefit 
of the community at large. This is a rehuiveh- new issue for rhe \mericin 
people. Jefferson was content there should be farmers; he w ould let them 
raise what they pleased. We in our own day are neither w illiiw n'or able 
to leave them this freedom. For Congress is committed to subsuh/iny ayri- 
culture-especially commercial agriculture-in order that farm incomes'as 
a whole shall not fall too far below “paritv." To prevent benefit paa iuents 
and price supports from engendering unmanageable crop surpluses-and 
Treasury deficits-production controls arc necessary. 

Yet artificial scarcities would merely transfer rhe cost of mainriinin.. 
arm incomes from the Treasury to the consumer of farm products More"' 
3 ver urban poverty, as well as rural, is a problem. Diets are defident in 
^rui s, vegetables, and dairy products. e mav need fewer .m'ow ers of 
,rains, tobacco, and cotton; perhaps we should have fewer firmm ‘ i 
■ggregate. But truck and dait, facets neat out citi „ 

-eTHrr/ted It" 7“““" 

vers have feared that production controls, now extended to virm.li 
>f Agric„l„te policies, 

vill decide whether or not these fears are justified 




CHAPTER SEVENTEEN 


Consumers: protection 
and co-operation 


THE NATURE OF CONSUMPTION 

Consumption is the process of using up goods in the direct satisfaction 
of human wants. In our market economy, consumers’ goods follow a round¬ 
about and circuitous journey through processes of production and exchange 
before arriving at their destination, the “ultimate” consumer. Goods des¬ 
tined for consumers’ use may be classified as perishable, semidurable, and 
durable, although sometimes the first two kinds are grouped together anc 
called “nondurable.” The want-satisfying power of perishables (including 
services) is destroyed in one operation. Food, beverages, the services ren¬ 
dered by entertainers, fuel and electric current used in the home are ex 
amples. At the other end of the scale is found a large and important clas 
of durable goods: houses, automobiles, furniture, radios, books, paintings 
watches, cameras, jewelry, and many other items. Unlike nondurables, thes 
“hard” goods do not lose their identity as they are consumed. With th 
passage of time, of course, they deteriorate and must be repaired or re 
placed. The third group is made of consumers’ wares the life-span of whic 
falls between perishable and durable. Shoes, wearing apparel, and automo 

bile tires are examples of semidurable goods. 

This classification was used, for somewhat different purposes, m Chap 
ters 6 and 7. In Chapter 9, it was shown that the trend toward increase 
production of durable goods has contributed to general economic instability 
It was pointed out that the demands for, and production of, durable cor 
sumers’ goods may at times fluctuate violently, with correspon mg uc 

natioll income and the volume of employment. The ev^enc 

is overwhelming that the effects on consumers’ goods ' 

volume of expLitures tend to vary directly with the durabdtty of tl 
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goods. For example, in the pcj'iutl ol deelining cdiisimiLi' c\pL iidiiui < ^ li'iHi 
late 1929 through 1932, pui'chases ul (.hir.ililes tell nil ^2 pei' eeiu. nl lu:) 
durables 20 per cent, and (d perishaldes onI\ s per eeiii. 

The increasing relative impdtiance <»1 seiiiului'.ible and durable gmid 
has, at the same time, raised c()mj)licaiiiins bu' cDiiMiineis m deeidinu '.dial 
to buy. Not onl\' has the number ot chniees been gie.iib iiu re r-ed, Ian da. 
budgeting (jf consumer expendituies miisi rake the time laena- iimul liiliv 
into account. Duraltles last lor main \ears. As a resiili, i iii"ii,d pi minuv ni 
consumer oLitlax's has become a long-range pi'oblem iinubum' i. nn-ide mbb 
“discounting” ol future contingencies and uneeri.iiniles. .'^laadd I bm. .1 
new radio, or wait until I can alford a tele\ isiun sli - A v. .1 liin- iii.ie’mie 
looks as if it would sa\e m\' tamil\' mone\, but it ina\ lie a iiii-t.d.c. tn 
buy one if a sell-ser\ice laundr\' is (»pened down tlie siiaut. Xmalar ^ im¬ 
plication arises from the fact that most durable consumers' .ji.ids .nx. m 
spite of the gradual dow in\ ard tendene\ in their costs <.i' pi idiie 1 aiii. i\,' !- 
tively expensive. 

Consumption has been skepticalK described b\ smuc stiuhnis i.f ilw 
subject as the “dark and unexplored and perhaps unexpItn abh aix.i' <<\ een- 
noniic study. It is true that w hat we know about consumption lias not bsLii 
reduced to psychological and economic laws measuring and predietiiie the 
behavior of consumers. 1 here do not exist, and probabK ne\er can exist, 
scientific mcthoels for determining which are the optimum choices |cii' i.iin- 
sumers to make when faced b\- a gi\ en set of market prices. ^ et m,in\ sig¬ 
nificant questions pertaining to consumers' interests may lie .isked. lluw is 
consumption related to other economic processes.' What pressures teiul to 
influence the choices made by consumers.' To what agencies can consumers 
in the United States turn for guidance? Can the enormous wastes in con¬ 
sumption be reduced? Can the bargaining power of consumers be strength¬ 
ened? These questions will be discussed^n the remainder of this chapur. 
They should not be treated as separate issues. Thex- represent mam- mte-ral 

parts of one basic problem-viz., the position of the consumer in the Ainer- 
ican economy. 


THE PLACE OF CONSUMPTION IN THE ECONOMY 

Certainly consumption is the end and the .re„e of economic 

activity; It IS the one economic function ivliich all meiiihers of the com 
munity have in common. As Adam Smith expressed it more than a hundred 
and seventy years ago in the WcM, of Notions, -consumption is the sole 
end and purpose of all production; and the interrsr of ,l,„ k..,.i. 
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to be attended to only in so far as it may be necessary for promoting that 
of the consumer. The maxim is so self-evident that it would be absurd to 
attempt to prove it.” But to most consumers living in the twentieth century, 
as well as to those who lived under the mercantilist system, another quota¬ 
tion from the same source offers a more realistic description of the relation¬ 
ship between production and consumption: “The interest of the consumer 
is almost constantly sacrificed to that of the producer; the system seems 
to consider production and not consumption as the ultimate end of all in¬ 
dustry and commerce.” What Adam Smith stated as true of his time is also 
true of our own. 

In Adam Smith’s day, before the full development of the machine proc¬ 
ess, when production was small-scale and “to order,” consumers could ac¬ 
tually exert a direct influence upon both quantity and quality of production. 
This was the custom-order stage when producer-consumer relationships 
were personal and close. The development of machine methods in the late 
nineteenth and in the twentieth century enormously increased the range 
and amount of goods available to consumers. Yet in return consumers 
yielded a considerable measure of their power over production. The dis¬ 
appearance of custom work, the rise of the “impersonal market, increas¬ 
ing rigidities in the price structure, the decline of competition, and the 
growth of monopoly constituted the price consumers paid for the benefits 
of mass production. 


DO CONSUMERS GUIDE PRODUCTION? 

Who is to control the system of production and to what ends? This 
question is of basic importance, especially in a democracy. Doubtless, the 
great body of American consumers would agree with Adam Smith in 
thinking that the primary function of industry is to serve their needs. But 
how is it possible for consumers to guide production according to their 
desires? The answer to this question was also given, for free markets, y 
Adam Smith. Control of production by consumers, according to this view, 
is effected automatically through the operation of the market. Implied in 
such a system are competition, free enterprise, individual initiative, price 
flexibility, and mobility of productive resources. It may be helpful to re¬ 
view briefly this traditional view of the operation of a market. 

d'hc price system co-ordinates consumption and production. Varia¬ 
tions in particular prices reflect changes in consumers’ choices. More spe¬ 
cifically, consumers indicate their preferences for certain goo s y spen - 
ing money for them; they “vote” for certain commodities and not for 
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others. These dollar “votes” are “counted” by an expansion in produc¬ 
tion of the goods for which the number of “votes” cast lias increased. A 
declining demand for other articles is followed by a fall in their juices, 
which, in turn, induces a curtailment of their prodwerion. Miictuating prices, 
therefore, are watched closely by enterprisers because they reflect changes 
in consumers’ scales of preferences. Appropriate shifts in the use of pro¬ 
ductive resources, under the guidance of the profit motise, tend to follriw 
variations in consumers’ choices. In a “frictionless” economy these adjust¬ 
ments are assumed to occur quickly and with a miniimim of disturbance. 

To work perfectly, such a consumers’ democrac\' also re«|uires free 
competition and perfect knowdedge of market conditions on the jiart of 
both consumers and producers. The completely rational consumer knows 
exactly what things he w^ants and wdiat prices he can liuy them for. He is 
able to distinguish betw^een superior and inferior qualities and has a hiuh 
degree of “sales resistance.” Competition is exjiected to perform the double 
task of holding prices down near production costs and of protecting con¬ 
sumers against adulteration. 

Does this description correspond to the facts of the prcscnt-da\' eco¬ 
nomic world.^ Many of the assumptions mentioned are patently invalid to 
a greater or less degree. The growth of monopoly has, of course, reversed 
the universal tendency for prices to be kept low by competition, if indeed 
it ever was universal. Moreover, consumers seem to be as ignorant as they 
ever were of die quality of the goods for sale, of the relationship betw een 
price and quality, and of alternative opportunities in the market. Their igno¬ 
rance, credulity, and bewilderment tend to make them easy prey to adver¬ 
tising and to aggressive sales tactics. Large groups of constmiers stand ixadi' 
to capitulate to the dictates of fashion and convention. Habit and impulse, 
more than radonal calculation, explain many consumers’ “votes." To repeat, 
consumers are not, as such, perfectly rational beings. Even if thc\' were,' 

they would still be matched against powerful and well-organized’ sellinj 
groups. ^ 


When all these qualifications are made, we mav still speak of our econ¬ 
omy as one rn which the consumer is sovereign-even thouch his sovereiontv 
is limited, and IS not always wisely used. That is to say, the willingness of the 
consumer to buy some products, and his refusal to buy others,bs still the 
mam determinant of business success or failure. Therefore, manufacturers 
should not be blamed If the articles they manufacture are not always the 
from the standpoint of consumer welfare. If consumers’ tastes are 
such that they prefer to purchase ugly rather than beautiful obiects, or if 
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the commuiurv' "votes” to spend its money foolishly instead of wisely, pro¬ 
ducers will tend to respond accordingly. The housewife who buys a loaf 
of bread is exercisinir consumers’ sovereignty; so is the alcoholic who or¬ 
ders “the same a^nin.” Of course, consumers have the power to exercise 
their sovereignty ever more intelligently by learning to become more ra¬ 
tional and better informed in making choices. Cultivation of the art of 
buymanship,” as Lcland J. Gordon calls it, is a worthy aim for every one 

of us. 

In conclusion, we should notice a fuither important implication of the 
control that consumers have over production. The votes with which con¬ 
sumers exercise their sovereignty are of course money votes. In anticipating 
or responding to consumers’ preferences, producers create the kinds of com¬ 
modities desired by those who are able and willing to pay. Ability to pay of 
course depends on income, and-as we know from Chapter 8-income is un¬ 
equally distributed. So, therefore, is the “voting power” exercised in the 
market place. Where income is concentrated in the hands of a small number 
of wealthy families, productive resources are applied in quite a different 
manner than is the case where wealth and income are more evenly dis¬ 
tributed. 


CONSUMERS ALSO ARE PRODUCERS 

Another liandicnp of consumers lies in their incapacity to act ex¬ 
clusively from the viewpoint of their “consumer-selves." In order to spend, 
consumers must ac(|uirc money incomes. Therefore, everyone who has an 
income really has two economic personalities, producer and consumei, 
income-receiver and income-spender. The typical person’s attitude towald 
the economic system tends to be concerned primarily with the interests o 
his earning, as against his spending, self. ’Watchmakers, for instance, are more 
interested in excluding Swiss watches front the American inaiket rha 
allowing good watches to he sold as cheaply as possible. 

I low many “producer-consumers’’ are there in the United States. A 
this is written, there are more than sixty million gainMly 
ers of all kinds. Most of these people were heads of faint y 
units,” of which there are approximately thirty-five million; ^ 

lion others are individual “consuming units’ not in 

about twenrv-five million ndditional workers m American homes w • 
mr'iVrZchnical sense gainfully -ployod. Vet .h.e h—es 
housekeepers are engaged in productive activities directly associ. 
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DISPOSABLE INCOME AND CONSUMPTION 
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higher a person's Ol'a famih \ iiu iinu. ! he iili,!' ‘s : is 

rion in consumprion. Likewise rhe liiehei' die iii: .lo e, 
wirlioiit serious saerilis'c. The e ipaeiu r.i s.w e i, ;>„L , ■ 

si\'cly w'irh income, a facr ol no iinie impi'la.naes- iTr 

considering rhc parrerns (if eainsiimpimn mnimed del- . .■ 

rhc si/c and slisrrilmrion of die nari.mai iiuaime. as 
should he home in iim'ikI. 


CONSUMPTION PATTERNS IN THE UNITED STATES 

Some consumers shop for rlieir ennre famiheu ,m 
done. Some arc rich; others poor. Some know rlieir '<v\ n pen d 
:ccond thoughts after making even small purchases, t hm.e;. 
labir, or they compare prices; rhc\ lioure rlvir diei c' ! . r,., 
hey cannot afford that; daiL- rhey reimh decisions ah,,ut w ;u- 
vhat to buy, and how much to bu\-. The colleciu.e rcspir ,,A 
dsions throughout the nation appears in the sniisties ^ i' 
urns were spent for major n pes of consumpoon during riie s.. 
fivcn year. Some of these statistics have lieen assembLd w I 

^ Patterns of consumprion change from rime to rime is a r^a 
ions m four major factors, (i) The tastes and preferences ^f 
^a) a tci. (a) The size of the national income ma\' chanee, and 
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extent to which any given set of tastes can be indulged. (3) A dhange may 
occur in the way in which the national income is distributed among rich 
and poor, cin^ folk and farm folk, and so forth-so altering the identity of 
those who, principally, will be able to indulge their tastes. (4) Variations 
may occur in the relative price and availability of different consumers 


Table 16 percentage distribution of personal income by use, 

1929-1946 


Personal income 

1929 

in billions 

$85 

percentage 

100.0% 

Income taxes 

3.1 

Savings 

4.4 

Consumption expenditures 
Consisting of 

92.5 

Food 

23.1 

Tobacco 

2.0 

Alcoholic beverages 

— 

Clothing 

12.9 

Personal care 

1.3 

Housing 

13.4 

Household operation 

12.4 

Medical care 
Transportation 

4.2 

automobile 

6.8 

other 

2.0 

Recreation 

5.1 

Private education 

0.8 

Religious activities 

1.4 

Miscellaneous 

7.1 


1932 

1939 

1944 

1946 

$49 

$73 

$165 

$177 

100.0% 

100.0% 

100.0% 

100.0% 

2.9 

3.4 

11.4 

10.6 

-2.8 

3.7 

21.6 

8.3 

99.9 

92.9 

67.0 

81.1 

23.1 

21.9 

19.3 

24.2 

2.7 

2.4 

1.5 

1.9 


4.7 

4.4 

5.0 

12.1 

11.4 

10.9 

12.5 

1.7 

1.4 

1.1 

1.3 

18.2 

12.3 

7.1 

7.2 

13.5 

13.0 

8.1 

10.2 

5.2 

4.7 

3.3 

3.6 

5.8 

6.8 

1.6 

4.3 

2.2 

1.8 

1.8 

1.8 

4.9 

4.7 

3.1 

4.5 

1.2 

0,9 

0.6 

0.5 

2.0 

1.3 

0.9 

0.9 

7.3 

5.6 

3.3 

3.2 


goods; that is, in the ease or difficulty with which different tastes may be 
indulged. The effect of variations in some of these factors may be observed 

in Table i6. . 

Of the years for which data are shown in the table, 1929 is remen- 

bered for its active business conditions, 1932 as a year of acute business e 

ression, and ,<; 3 , as a representative prewar year of f-'y 
,944 was the last full year of war, and .946 the first complete year afa 

hostilities ended. The figures in the table refer to pe«onal ' 

sum of the incomes of all individuals in the nation. As explained in.Chap 
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rcr 7, pci'sonal inconit ecjiials naiaoiial jnconir minus umm j 1 inu, . ; 
plus trausfcj' pa\nicurs (see 'l alile <).. pane !"!). ! he hunres i'T 
come in the first line of Table 16 are in eiin'eni; doifus. a;;.: h,; .!. : 
adjusted for price changes. 

The influence of the size ol the naii(in;)| mennie un <'in-e n e, 
terns is best seen b\’ comparing the (JisrribuiKms m liie h,-; ; ■ 

Figure 25 distribution of the consumfp's dollar 

1946 

{ FIGURES IN CENTS } 



of Table i6. Thus the sharp fall in national income betNveen iu:g and 
cut current saving from 4.4 to vmn/s :.8 per cent. In umo peu|he sev,-,! 
tie average more than four cents from each dollar of incoii>e- in n-' bv. 
spent for consumption or paid in taxes nearh- three cent, on the doll m 

than thcr incomes, i.c., thev droii on past s.temps. Moteoeet, the ncxent- 
ages of mcomo spent foe the least compress,hie iren.s of eo„M,mpt,:,„ o.i,, 
as food housmo, n„d medical care, remained stable or inc,eased as memm 
dec ncd. On the other hand, the ctTect of a sharp rise ,n the nation,] 

ome isseen m the comparatively high percentages sat ed in ,,,4, ..' 

The very h,gh proportion of inco.ne saved ,n ,044 ,„ve,- one-.itil,,' 
course due m part to martin,e pn.paganda ,n favor of tin ,ft and 
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the absence from the market of many consumers’ goods. The nonavail- 
abilit)' of many products, especially durable goods, in 1944 is reflected also 
in the low percentages of income spent for household operation and for 
automobile transportation. 

Some effects of relative changes in prices can also be observed in 
Table i6. The marked decline in the percentage spent for housmg-for in¬ 
stance, from 12.3 in 1939 to 7.2 in 1946—was clearly due to the fact that 
ceilings prevented rents from rising. Thus the price of housing failed to rise 
as other prices rose and (since little or no more housing was available than 
in 1939) the per cent spent for housing declined. Note also the sharp rise 
in the percentage spent for food-from 19.3 in 1944 to 24.2 in 1946. This 
movement is mainly a reflection of the end of wartime rationing and price¬ 
fixing and the greater increase in the cost of food than of other consumers 


EXPENDITURES OF DIFFERENT INCOME GROUPS 

Many years ago Ernst Engel, as a result of statistical study of the ex¬ 
penditures of workers’ families in Saxony, reached the following general 
conclusion; “The poorer an individual, a family, or a people, the gieater 
must be the percentage of income necessary for the maintenance of physical 
sustenance, and, of this, a greater proportion must be allowed for foo . 
Enircl’s figures sliowed that the proportion of income spent for food de¬ 
clined as income increased, that the proportion spent for housing tended to 
remain about constant for all levels of income, and that the propoitions 
spent for other kinds of consumers’ goods tended, in general, to rise as m- 
a,.ms increased. A somewhat similar relationship ..tay be J 

ing consumption expenditures by various income classes m ' 

To measure the proportional expenditures for various kinds of con- 
sumem' miods by different income classes, we may divide all consuming 
units (families and single individuals) into three equal groups; tie tin 
receiving lowest incomes, the third receiving middle-siae incomes, the turd 
reerving highest incomes. The best data that we have concerning pop«- 
tional expenditures of such income groups „„de 

tional Kesources Committee for the year ipfS-fd- Tim _ S P 
;, rU.t war of thirteen million units receiving less than 

$,,450 and with an average income of $2,959- 
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For food, the first, or lowest, third used 50 per cent of its income, 1 lie- 
middle third 38 per cent, and the higliest third only 22 per cent, l-’topor- 
tional expenditures for shelter declined somewhat less rapidly; lor the low¬ 
est third they amounted to 36 per cent, ff)r the niidtlle third to 29 per cent, 
and for the highest third to 22 per cent. Proportional e\ju-iulitures for cloth¬ 
ing showed marked evenness among the three classes: 10 per cent loi- the 
low'est, and 9 per cent for the middle and highest. On the other hand, in the 
case of automobiles and automobile transportation proportional exjK'nili- 
tures showed a tendency to increase: from 3 per cent of income for the low ¬ 
est third, through 5 per cent for the middle third, and 7 per cent for the 
highest thiid. Other items of e.xpenditures showed a similar tendenew to 
increase. 


THE CHANGED STATUS OF CONSUMERS 

It has been stated that consumers, though dimly aware of their im¬ 
mense responsibility in guiding production through the making- of intelli¬ 
gent choices, have nevertheless functioned rather hicirectualK-. One reason 
why consumers’ sovereignty is not fully exercised todax' lies in the ex¬ 
tremely rapid rate of economic change in the United States ox er the past 
fifty or sixty years. Consumers of the present day find themsel\-cs sur¬ 
rounded by a very different environment from that of their orandpircnrs 
Two especially important changes date from the latter decades of the nine¬ 
teenth century. The first W'as the growth in the size of business units w Inch 
led to restrictions of competition; the most dramatic of these restrictions 
form the history of the trust movement. The second n ns the rapid chsncc 
o the United States from a predominantly agricultural to a prcdoniinantiv 
industrial natton. The second change is measured by the decline in the pro¬ 
portion of the labor force engaged in agriculture from one-half in iSs'„ to 
ye-sixth in 1,40 (Fig. 24, p.age 3,3). Moreover, those tvlio remained in 
farming became less self-sufScient and more dependent on the sale of tlieir 
produce. All this meant increasing division of labor and groivinn d pe T 
ence of consumers on the market. ' 

comparison, let us consider a typical situation of tile 
7 - A typical consumer (a farmer or his tvife) goes to a “tynicil" 
'tore (a store handling general merchandise in a smil totvnf to I 
joods. Several conditions are significant: ^ 

I. The goods the customer buys are fex\r Thprn> ■ 

- i. .K. „ .1 
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2. The goods are of simple fabrication and therefore it is relatively 
easy for the customer to select goods of the best quality. It is also possible 
that the customer has some craftsmanship knowledge of the product. 

3. The customer is within sensual range of the product. He can see it, 
touch it, smell it, or even taste it. 

Now let us consider the situation today. A “typical” consumer of to¬ 
day (an industrial wage earner or a white-collar worker) goes to a “typical” 
store (a modern grocery or department store). The store is located in a 
fair-sized town or industrial city: 

1. The goods the customer buys are many. There is a relatively large 
variety of goods in the store, and this customer is not in any sense self- 
sufficient. 

2. The goods are of complex fabrication. It is virtually impossible to 
distinguish the quality of the goods. It is very unlikely that the customer 
has any craftsmanship knowledge of the product. 

3. The customer is no longer within sensual range of the merchan¬ 
dise. It may be hidden from sight by a tin can or enclosed in an attractive 
package. He may be permitted to examine a sample. If he is satisfied with 
this, he has to depend on the good faith of the seller in duplicating the 
sample. It is more probable that he will purchase merchandise he has seen 
advertised, without examining it, relying merely on the good faith of the 
seller’s advertising. 

Thus we see important differences in the market positions of con¬ 
sumers of the iHyo’s and consumers of the present day in regard to; (i) the 
consumer’s check on the quality of the merchandise, and therefore on its 
worth in relation to its price; (2) the degree of competition that serves to 
further or to retard consumers’ interests. In addition, the methods by which 
the consumer pays for the merchandise arc different today. 

The remainder of this chapter is devoted to a consideration of these 
differences, a description of the methods which are being employed to pro¬ 
tect consumers of the present day, and some suggestions as to future courses 
of action that may serve to promote consumers’ interests. 


THE PURE FOOD ACTS 

The increasing dependence of large urban populations upon purchased 
food often obtained from distant sources of supply, led aftei 1880 to agita 
tion for pure food and drugs legislation. The activities of Dr. Harvey W. 
Wiley and his “poison sejuad” revealed widespread adulteration and mis¬ 
branding by food packers. In particular, many harmful chemicals came 
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into use as food preservatives at a time when refrigeration was not yet Avell 
developed. Simultaneously there arose a demand for the suppression of the 
more dangerous patent medicines. Numerous pure-food bills failed of 
passage, but in 1906, thanks partly to the publication'of Upton Sinclair’s un- 
hattering pictuie of the Chicago stockyards in The Jungle, Congress en¬ 
acted the Pure Food and Drugs Act. This law made it unlawful to manu¬ 
facture or to import any adulterated or misbranded food or drug. The prin¬ 
cipal method of enforcement has been seizure and destruction of the of¬ 
fending merchandise, although other penalties are also provided in the law. 
Administiation was in the hands of the Department of Agriculture until 

1940, w hen the Food and Drug Administration was transferred to the Fed¬ 
eral Security' Agency'. 

In the opinion of most people who have studied the matter, the act of 
1906 effected a marked improvement in the healthfulness of the nation’s 
food supply. Yet It yvas also widely felt to contain serious yy'eaknesses In 
the first place the courts early ruled that “drugs” did not include cosmetics 
Secondly, unless they contained one or more of a small number of specified 
substances, considered especially dangerous, patent medicines might continue 
to keep their composition secret, even from the medical profession. Thirdly 
a \ertising matter, aside from that on the package itself, was not covered 
bv he law . These and other defects led to agitation for a strengthening of 
e layv, and m 1938 the Federal Food, Drug, and Cosmetic Act was passed. 

IS act e.xtends controls to cosmetics, requires disclosure of “active in¬ 
gredients in proprietory remedies, and insists that those yvhich contain 
certain listed drugs shall be labeled: “Warning-May be habit-forming” In 

venting the consumer from purchasing whou’v P^- 

poisoning himself It does lirrf f ^ ^ worthless products or from 

for the doii^rt -ue 

the function of a pure food and drug law 

Food and Drug Administration to estblish a s' I ’’’ 

quality for individual foodstuffs Wher the aT® ' 

tis. Where the administration has announced 
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such a standard, items rt hich do not conform must be labeled “Below U.S. 
Standard.” Obt iouslv this does not help the consumer distinguish between 
numerous brands all of which are “acceptable.” 


CONSUMERS' CHECK ON QUALITY AND PRICE 


A few examples will serve to illustrate the situation of consumers of 
the present day in regard to their opportunities to check the quality of the 
merchandi.se. A test of cotton sheeting was conducted by R. C. Cook of 
Teachers College, Columbia University. Nine makes of sheeting w'ere se¬ 
lected. Laboratory analysis, based on Bureau of Standards methods, detei- 
mined the relative quality of each. This quality was then compared with 
the price. The make ranking eighth in quality ranked second in price. Of 
two makes whose quality was identical, one sold for two and one-half times 
as much as the other. The lowest-priced sample was sixth in quality. The 
sample best in quality was lower in price than three others. 

A group of consumers not knowing the prices were then asked to rank 
the nine samples on the basis of scrutiny and touch. The sample to which 
these judges gave the highest ranking was fourth on the basis of the labora¬ 
tory test. The sample ranked second w-as seventh according to the test, re 
only sample on which the judges agreed with the test was that which ranked 


The Consumers’ Advisory Board of the NRA, in its survey of the 
terms used in designating qualities of goods, reports that there frequently 
nre “conceded top g,.clc.s.” typical examples of which occur nt the grad s 
of potames and of cheese listed beU.w, At its face value No. woo d 
mean the Itighest grade, hut it actually means the second grade of potatoes 
and tire third grade of cheese. "No. r,” which ought to be next to the lug 
est grade, is actually fourth. This results in the consumer’s receiving goo s 
one or two grades lower in quality than indicated by the face va ue o 


terms used. 

Potatoes 

U.S. Fancy 
U.S. Ny. 1 
U.S. Commercial 
U.S. No. 2 


cheese 

U.S. Extra Fancy 
U.S. Fancy 
U.S. No. 1 
U.S. No. 2 


TK. ...I-I U 'l~f«"S ‘l“““ J 
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while the other—asparagus—is bought by consumers who ordinarily are not 
experts. Yet in both cases the grade names consist of superlatives which 
might lead an uncritical buyer to suppose a particular grade to be higher 
than it actually is. 


Raw Silk 

Special Grand 
Grand XX 
Special Crack 
Crack XX 
Extra Extra 
Best Extra 


Asparagus 
Colossal 
Jumbo 
Extra Select 
Select 
Extra Fancy 
Fancy 


Not one case was found of a grade name suggesting a quality lower 
than the actual one. The Consumers’ Advisory Board also reports that the 
testimony regarding standards for consumers’ goods at the hearing on the 
canning industry showed that the absence of identifying labels not only 
hides from buyers the true quality of goods concealed in cans, but also re¬ 
sults m competition between grades at prices not always bearing a relation¬ 
ship to quality, ^ 

T examples which might be cited to show the 

difficulties of present-day consumers in determining the qualities of goods. 

ey are not accurately guided by labels or advertisements. They cannot 
determine the quality of the merchandise by means of their senses Prices 
cannot be regarded as accurate guides to quality. 


EFFORTS TO SECURE GRADE LABELING 

du by pro¬ 

ducers of consumers goods has led from time to time to eLrts to in Jotfuce 

a more systemattc form of grading, usually in, the simple form, ABC 

and;Tager„rmt:hn:«^^^^ 

of the more complicated prodLts 1071 ^ .^1 I 
containing the results of ekborate’tests. '^‘■*0=. they issue reports 

The suggestion that some government ao-ennyr cK m i 
worh is an old one. The National Bureau of StandLs m^ 
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tests every year of commodities purchased by the federal government. It 
publishes specifications for the guidance of those who supply the govern¬ 
ment, but It docs not say winch products meet those specifications. In 1943 
the wartime Office of Price Administration declared that it could not en¬ 
force price ceilings in the case of canned fruits and in the case of hosiery 
unless grading of these products tvas made compulsory. However, as a re¬ 
sult mainly of opposition by the advertising industry, the project for com¬ 
pulsory grading was abandoned. 

Greater success has been had with a voluntary grading of certain 
canned foodstuffs as A, B, or C, inaugurated by the Agricultural Market¬ 
ing Service (Department of Agriculture) in 1939- Since 1907 all meat en¬ 
tering interstate commerce has been federally inspected, and here again pro- 
duel may (if they wish) have all fresh meat certified as “ 

one or other of five specified grades. Indeed, the frequent claim that it 
impracticable to set up standards seems to have been disproved by the ex¬ 
perience of the many voluntary grading schemes now »y«'^y he D - 
nartment of Agriculture. Yet consumers' organizations have found 
rppofition to Compulsory grading is exceedingly strong n con.m«s 
for the most part buy under conditions no longer toleiated by ^ 

Ir ini i Pt rehasL. Government and industrial purchasers tay accord- 
" l!Ipelficatlns only. Why should consumers almost never be protected 

in this manner? 

QUALITY STANDARDS UNDER THE NRA 

The history of the NRA codes provides an explanation; the ^^^ord of 
r|,;s episode is similar to that of all 

In February 1934. "f =17 approv^ J ” cxampk.Ihere was a 

quality standards In tlw gas app |an« 1 ^=-. 

failure to embody in code, . . authority was in- 

groups presenting the cot s. t hevond a certain point an un- 

structed to declare the giving o ‘ ^ affected had long been 

Ilf: "nCfi^^ 1. tic :Cas standards are drafted in the 
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main by buyers. Those responsible for original code formulation are inter¬ 
ested in buying on their own specifications; that is to say, they would par¬ 
ticipate in the writing of the other fellow’s standards. They intend thereby 
to prevent ‘chiseling’ on the quality and quantity of the materials pur¬ 
chased while asking at the same time to be given a carte blanche in their 
own sales.” 

We need then look little further than the manufacturing and adver¬ 
tising pressure lobbies in Congress to explain the lack of standards for 
consumers. Organized consumers’ interests are few and have not the finan¬ 
cial resources necessary to fight these “pressure lobbies” with lobbies of 
their own. It is, in theory, quite possible for the federal government to re¬ 
quire adherence by producers to an established set of standards with regard 
to a wide range of commodities. Such a program could effect savings for 

consumers many times greater than the cost of the program to the govern¬ 
ment. 


LIMITING COMPETITION BY LAW 

It has already been pointed out that efforts to have the government 
protect the consumer have run into much opposition on the part of pro¬ 
ducers’ groups. Effective regulation has mostly been confined to the pro¬ 
tection of health and the elimination of the worst abuses, such as the giving 
0 short weight. Attempts to make it easier for the consumer to judge qual¬ 
ity, and so to obtain maximum satisfaction from his dollar, have made little 
progress The sovereignty of the consumer is ineffective, and competition 
ails to furnish him with supplies at minimum cost, unless he is able to ap- 
praise the relative qualities as well as the relative prices of various goods 
ndeed, so far from helping the consumer in buying cheap, some govern¬ 
mental policies have made it more difficult for him. Among these policies 
may be mentioned the Miller-Tydings Price Maintenance Act, the Robin- 

P .. tvas shown in Chapter 13, the Miller- 

temThe sT 'f h"T!f analogous state laws) to pre- 

■acm m Bylt below those set by the manu- 

cturers. By th^ means distnbutive margins are protected and competition 

neTnr ort“ Tl' —:d 

cfiandise, or his own brand, at whatever price he chooser Th. 

ix^glT 'be much-adve^isIdX 

olrtr™ “b-ded items lich 
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Covipctitiun by chain stores. Another t\ ay in which competition has 
been restricted t\ithin recent years concerns the status of chain stores. 
Rather elaborate investigation by the Federal Trade Commission suggests 
there is little difference in quality between merchandise bought in chain 
stores and merchandise bought from independents. There is considerable 
evidence that, especially in the grocery trade, chain stores sell at somewhat 
lower prices than independents. 

The question of price does not, of course, cover all phases of the 
problem of “chains vs. independents.” The personal relations tvhich many 
people have with owners of independent stores are, to those people, of great 
importance. Many persons also feel-whether or not with sufficient jus- 
tice-that chains would tend to exploit consumers if they were not sub- 
iected to competition by independents. Again, many believe that the serv¬ 
ices rendered them, on personal grounds, by their independent grocers an 
dru-msts are superior to those offered by chain groceries and drugstores. 

^^Some of the reasons chain stores can afford to offer merchandise at 
lower prices are perhaps open to question. The competitive prices and trade 
policies of chain stores arc often not achat is termeJ “lair conipttition by 
the small imlenemlent retailer. The large hnying poaver of chains has led 
mannfactnrers to mate them many special conces,sions in prices, promotional 
alloavances, disco,nits, alloavances for brokerage, free goods, etc., » 
competitive handicaps to the independent. Hoaaxver const,mem at s« 
are not directly concerned avith the competitive prohlems of a p i * 
type of distributor, hot they are directly concerned avith the long-uin 

of the prices at which goods are sold. r ttr ly- l.„v 

The Robinson-hartnan Act. As part of a pnigram o an- ^ ’ 

designed to regulate if not to .linilnish competition hetaveen indeptmie . 
aml^chain stores, tlic Roliinson-Patnian Act has already been mcncionct 
fhlpte'r It, Its general purpose is to make it illegal for a mamifactoie. to 
I yen commodity 'to .liderent retailers at dillerent ' 

mom ^lifficiilt for a large retailer to take 

power or of bulk purchasing in buying the goods he sell. ^ 

within the state, me mwuv ond some manu- 

of Inisilicss concerns (independent retailci-s, avio .. , ■ 

facturers) which are acting in their own interests rather than 
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sumers. Whether it is desirable public policy to use the power of the state 
to bolster independent business is, of course, quite a different question. 

The Federal Trade Commission has something interesting to say on this 
subject. It states that it was led to investigate the growth of chain stores 
mainly by a widely expressed fear that this form of merchandising might 
develop to a point where the field of retail distribution in certain areas 
would be monopolized. “The competition which they [the chains] furnish 
to each other, supplemented by that of independent stores, A\X)uld seem to 
negative monopoly by any individual chain. ... A study of the extent to 
which chain-store companies have invaded the general field of retail dis¬ 
tribution of commodities does not indicate a monopolization of that field, 
taken as a whole.” The commission warned, however, “should the trend of 
the past 20 years and particularly of the last decade continue for a like 
period, we shall have a condition in some lines of chain-store merchandising 
that few will dispute is monopolistic.” ^ ^ 

The commission’s disapproval of special chain-store taxes, imposed 
either by the states or by Congress, is summed up as follows: “Such a policy 
[taxing away the chains’ advantages], however, would involve destruction 
of the chain’s ability to make lower prices than independents and w'ould 
provoke wide protest from consumers. Pro tamo, any tax on chain stores 
which substantially lessens their ability to undersell independents is open 
to the same practical objection. If ability to undersell based on greater ef¬ 
ficiency or on elimination of credit and delivery costs is destroyed by taxa- 
tion, It IS the consuming public which will really pay the tax and not the 


It will be plain from this discussion that consumers have received a 
complicated assortment of benefits and burdens from public policy On the 
one hand the Food and Drug Administration has done much to save con- 
sumers from ill-health and even poisoning. Some tentative steps have also 
been taken to protect consumers’ pocketbooks through plans for vradinff 
merchandise. On the other hand legislation has also been passed mainlv a! 
the instance of special groups of producers or distributors^ which seemi to 

di&iT W iF'ir products and made efficient distribution more 


pp. iTr' ^ Trade Commission. 
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PRINCIPLES OF CONSUMER CO-OPERATION 

Atrcmprs of consumers ro adv;incc their interests through legislation 
have been supplemented by efforts at self-help, ^^■hv, some consumers asked, 
should they not organize their ow n distribution system? The modern move¬ 
ment for consumers’ co-operatives began in the English town of Rochdale 
in i«44, and spread rather rapidly throughout Europe. The first sustained 
and consistent operation of consumers’ co-operative societies in the Elnited 
States w as that of the Einns who settled in northern Minnesota, Wisconsin, 
and .Michigan, and who had brought the ideas and the practice with them 

from Europe. . 

The guiding principle of all forms of co-operation-one which distin- 

,r„ishes it clearlv from unmodified individualism-is that people voluntarily 
act together to meet difficulties or to accomplish purposes which all of the 
people concerned have in common. Since each person acts volimWily co- 
nperation also differs from the kinds of joint action in which people en¬ 
gage under .he authority of the state. Traffc laws, for example, or laws de¬ 
signed to improve the public health, protect each person in the community 
against dangers w Inch are common to all. Hut there is coinptils.on m the 
sLe that violators of the laws are liable to punishment. Thus, in its eco¬ 
nomic phases, co-operation represents a range of relationships among people 
av hich differ from those of private business, and also from rules established 

and enforced by government. 

I c, « l,ilc liilTcis from tl,c comi.wn expression of 

nomie Imlivi.I.iiiHsm, it »lso ililf'ts msrke.lly from eeonoime collectivism 
I lie .lisciiiclioii lierc M ils Mcll statc.l l.y a ilistinginslicJ French cconoini, 
anil lo-opcrator, llie late Charles (iiilc. He poimcil out that coopetyoii 
is essentially imliviihialistic. for it implies the steajy, ^j’_ 

individual efforts with a goal in sight and m.ning towa i, ‘ 

„r„ svill It is it,St hecaitse the cooperative system retains intact tlie tlid, 

vliiiialis, mainspring as rhe basis of all 

ity anil inexliaiistilile resources of invention anil lcneM.ll, P 

has proved fruitful and benchcial . . 


TYPES OF CO-OPERATION 
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given added economic security to the people concerned. Besides these neigh¬ 
borly and informal kinds of co-operation, there have been some rather ambi¬ 
tious attempts at “producers’ co-operatives,” in which groups of w'orkers 
organized and ran their own shops or factories. The producers’ co-operative 
movement in this country has, however, been sporadic, and most of the 
attempts have ended in failure. Many co-operative business ventures have 
lacked sufficient capital ob encountered serious administrative difficulties. It 
sometimes has been impossible to secure agreement among the worker- 
members as to operating policies. Again, in times of stress within the busi¬ 
ness, members have been known to withdraw from the co-operative in order 
to accept jobs which, for the time at least, were more lucrative. 

A more enduring form of economic co-operation in the United States 
has been co-operative marketing associations. These associations are espe¬ 
cially well adapted to the needs of agriculture and consequently have arisen 
principally among farmers. Their formation has occurred most frequently 
in places where local monopolies have been the only buyers of farmers’ 
jaroduce, with resulting disadvantages to the farmers. This condition has 
led to the creation of a considerable number of co-operative creameries 
co-operative gram elevators, etc., in regions where farmers produce some 
staple agricultural commodity in sufficient quantities to warrant such joint 
enterpnscs. The Cal.fornia Fruit Growers Exchange is a notable example 
of a ntarkenng co-operative which conducts its affairs on a much wider 
sea e. This exchange is the selling agency for more than two hundred local 
associations of citrus-fruit growers. It has cultivated and developed the na¬ 
tional market for California citrus fruits. By regularizing the shLent and 
delivery of citrus fruits to principal markets, it has even been able to stabi- 
ze, to some extent, the supplies of oranges, lemons, limes, and grapefruit 
entering these markets, and thus to avert some of the price oscillations A a 
keting co-operatives have as their members producers of gTo s Thei cT 
operation, however, does not extend into the actual productioi „7 u 
jjphes only to the selling of the goods produced independently by each 

and selling organizations. They oLate on the™' f "7 

ity markets. Consumers’ co-operMives on rh oommod- 

demand side of the commodity markets’. ” ™ 

Consumers’ co-operative societies also represent a way of organizing 
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and conducting business. \ et the people who join these societies reject 
both the principle and the fact of competitive business. It may be said that 
monopolies and trusts also reject competition; such organizations of business 
are in agreement ’'.\ ith the co-operative societies in that they desire to escape 
the wastes of competition. The obvious difference between the two lies in 
the purposes \\ hich they serve; monopolies and trusts seek to maximize their 
profits, while co-operative societies aim at maxi*nizing the quantities and 
qualities of goods and services secured by their members. 


CONSUMER CO-OPERATION IN THE UNITED STATES 

The slow'iiess of the movement to develop in this country usually is ex¬ 
plained along the following lines: (i) the tendency of Americans to mi¬ 
grate from one section of the country to another makes it difficult for many 
to cultivate enduring local economic relationships; (2) traditional individ¬ 
ualism has led Americans to be primarily interested in making money in¬ 
comes, and interested hardly at all in banding themselves together to in¬ 
jure more effective spending of their money incomes; (3) a growing co¬ 
operative movement must, pari passu, displace existing private business en¬ 
terprise, which in this country is deeply entrenched and financially powerfu . 

The growth of the co-operative movement in this country-and tie 
prospects of its further growth-is so intimately bound up with the success 
l,r failure of private business that it must be studied in relation to private 
business. This pliase of the matter is probably of even greater importance 
here than in the countries of Europe. The tradition of privacy o business 
appears to be stronger here, and the financial power of the orthodox pro¬ 
ducing and distributing systems appears to be greater. Consumers co-opcia- 
tives in this country must compete M'ith entrenched chain-store systems, 
great department stores, and powerful mail-order houses. ^ 

tail concerns are wholesalers and jobbers, manufacturers, and the financi 
strength of private bankers and investment houses. All of these as economic 

cieties often have found that they were discriminated against by mIio 
:: iers and manufacturers (who, quite naturall>^ did not fo ffise ffie 

business of the private retailing concerns) and that it was difficult foi 
to secure credit for their operations. People interested in the movement use 
to say that a capital of millions of dollars would be needed if consumer c - 
npermion was tl. hold its own against competition and discnmmation. 

Yet the ...uvenicnt h»s stetted-and wldu.ut bc,| '> 
has begun with the organization and growth of small . 
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total scope of activities has, however, become strikingly large. The editor 
of Retailing (a trade journal devoted to the interests of private retail busi¬ 
ness) in an editorial in October 193*^ estimated the membership of retail 
co-opeiative societies at three million. In 1947, according to the Co-opera¬ 
tive League, co-operative retail stores in the United States had fewer than a 
million members; but if co-operative filling stations and farm-supply organi¬ 
zations are included, the movement had about two and a half million mem¬ 
bers and sold about a billion dollars worth of merchandise. 


CO-OPERATIVES VS. PRIVATE STORES 

Consumer co-operation is essentially a way in which people have sought 
to overcome some of the difficulties that have been imposed on them by the 
dominance of the market system, and, at the same time, to retain the ad¬ 
vantages of that system. Apart from the obvious protection wdth regard to 
standards of quality in merchandise and the equally desirable removal of the 
influence of high-pressure salesmanship, a significant test of co-operative 
success hes in comparing the prices of merchandise and costs of operation 
of co-operative stores with those of privately owned stores. Comparison is 
made difficult by differences in kinds of services rendered. Private stores for 
example, often extend credit and deliver merchandise to customers; co-op¬ 
erative stores seldom render either of these services. There are, however 
air y adequate data covering certain categories of co-operative store costs in 

ages ofTet «lf t “ P^'cent- 

X stores. ^ ““ categories of pri- 

In considering the comparisons that follow, however, it should be borne 
mind that they are subject to some error because of differences in ac 
ounting methods and other factors, and that the figures which are com 

sffie'rlTv tTT ''“‘■y con- 

Dun and Bradstreet Retail Survey of 10.6 and refer t 

dise stores in small towns. The data were brought tofreth "^^rchan- 

comparison by Clark Kerr, some of whose finigs afe su^mariLTblwl 

^tores is Lhdg^by ptrsIn,1rorcS Trf^°-P-ative and private 
Consumers Cooperatives,” The Annals of tht> /i ■ ' ^ parative Retailing Costs of 

Map pp. the 
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Overhead costs. The total overhead expenses of each of the three rep¬ 
resentative co-operative groups compare favorably with those of private 
stores in their areas and on a national basis. The stores affiliated with the 
Central Cooperative Wholesale Society had overhead expenditures equaling 
approximately ii per cent of their net sales, as against nearly i6 per cent 
for the other retailers in the region. Those stores centering around Dillon- 
vale, Ohio, and the California co-operatives spent 14.5 per cent of their net 
sales, 1.5 to 2 per cent less on overhead than did the private entrepreneurs 
in their areas. 

Profits. The profits of the co-operatives varied from 3 to 4 per cent of 
their sales, as contrasted with i or 2 per cent for the private retailers and 
4 per cent for the chain stores. The comparatively large profits of the co¬ 
operatives result in part from their desire to return substantial dividends to 
their members. These profits, added to their overhead costs, made the gross 
margins of the co-operatives more nearly similar to the statistics for private 
business. But only for the Dillonvale co-operatives was it higher than for 
the other stores in the same region. 

Retailing costs. The total cost of retailing to the consumer was sub¬ 
stantially lower for the co-operatives than for the private stores. The co¬ 
operative member pays a cost equal to the overhead expense alone. He 
receives the profits as dividends or as added capital value to the enterprise 
which he owns and directs. The patron of the private enterprise, on the 
other hand, pays a total cost equal to the gross margin, as the profits in 


this case arc kept by the entrepreneur. 

An analysis of the statistics shows that the average member of these 
co-operatives paid a total cost of retailing of from eleven to fourteen and 
one-half cents on each dollar of merchandise he bought. The consnmei 
buying at the privately owned stores paid from seventeen to twenty-six 


''’"'tIic statistics also show a greater percentage of the co-operative stores 
than of the private concerns to have been profitable. Virtually all the »- 
operatives made a profit in .935, xvlfilc only between one-half an^h. 
fourths of the private concerns so reported. This is due m part o p 
d I c*n of private owners to continue operattons for a tune even at a los . 
if they antiedpatc profits in the future. Co-operatives, on the other hand, 
ahnosHnvariihly disband if they are operating at a loss, and many eisi 
State even thigh P-lilahle, if the dividends are , 

Ohcratinti exbenses. Tbc stansticiil evidence implies tl. 

CO opeitives may perform the retailing function at less cost to the com 
suiner than private business. This conclusion, however, runs countei 
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general belief that the democratic government of co-operatives and the rela¬ 
tive absence of financial incentives on the part of employees result in ineffi¬ 
ciency. But by studying the individual items of expense in greater detail, 
logical causes for the apparent savings can be found. 

Xhe costs for the co-operatives were generally lower m every item of 
expense except utilities and the total miscellaneous expenses. These savings 
can be explained, in part at least, without any reference to such intangible 
factors as the relative efficiency of management in independent, chain, and 
co-operative enterprises. In fact, these savings arising out of the methods 
and nature of co-operative business make any comparison of private and 
co-operative managerial ability impossible. Some of the factors affecting 

co-operative cost of retailing in their relation to private costs arc consid¬ 
ered below. 


Advertising. Advertising by co-operatives takes a different and gener¬ 
ally less costly form than that considered essential by private enterprise. It 
IS largely education. Instead of newspaper advertisements and special sales 
the co-operatives hold educational classes and summer-vacation camps’ 
They distribute books, pamphlets, and periodicals regarding co-operation 
bince the educational activities are generally conducted by volunteer com¬ 
mittees, the cost is not great. 

Cost of specitil services. Delivery and extension of credit are special 
«rv.ces to^ the consumer which may substantially raise operating costs 
While no information is available on the delivery policies of the'private 

“-“P^ti'-e principle of “no 
credit affords an opportunity for operating economy. The principle is not 

a ways followed, however. The California and Minnesota co-operative 
g oups sell predominantly for cash, but the Dillonvale stores extend credit 
to many members. They are protected from substantial losses „ bad a ' 
counts, nevertheless, by requiring a thirn. H,.!! ^ ^ 

forty dollars invested in share capital, beJe opelingTcr'dff 
a member. The Dun and Bradstreet survey onihe olher h d i, " 
tlwee-fourths of the private stores extended credit and X ’tf ' a"' 

sales avemged more than a third of their total sales. ' 

^ Capita/ costs. Although no statistics are available to mm 
capital, co-operative economies frequently begin with " 
fives secure their capital in the form o/dn ^ u 
placed in a reserve fund, and the invested savinesTf “ b P™*' 

-ually a. a low, fixed rat, and sometimes itT not pairaT r' “ 

shares. In fact, the reserve fund often earns inLar :!d°:io« 
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riK ii k. iiibL!fccv ir increases the net income of many co- 


riliti in\'. In n much i pet cent. 

Ii, (, ,,n> lirm.n, it appears that American co-operative enterprises rc- 
I ./ilimj (. nnsiiiiiL i-s' nomls have definite opportunities to keep their costs 
,,1 ,,]Kration helnw ilmse of similar private business. This advantage, how¬ 
ever. is not siilhcienr to assure their success in i>llering consumeis high- 
iju dirv noods and services at a low cost, unless large w holesale facilities ate 
established ami unless the co-operative program itself appeals to large 
numbers .,f .\mericans. In the next decade the movement is not hkelv to 
displace privaie enterprise to an appreciable extent, alrhongh it may have 
,,,nsideral>le -rowth in certain fields. Private retailers mav improve their 
business methods, however, because of this competition and particularly 
be< .mse of this expression of consumers’ discontent w ith existing letaihng 


methods. 



CHAPTER EIGHTEEN 


The insecure and handicapped 
social security and public relief 


Poverty has always plagued mankind. Even in rhe L'nirvLl Siatvs, dv 
spite Its many advantages, large numbers of people alua\ s have liv ed bdnv 
a humane minimum standard; many have suffered serious want; main 
more have been haunted by economic insccuritv. As has been shuw n if 
earlier chapters, our economy has never yet produced, and still is imr pro¬ 
ducing, enough to provide everyone w ith w hat most of us w ould consider 
a satisfactory standard of living. During serious depressions, such as that 

of the 1930 s, poverty and insecurity have caused miserv and worrv be 
yond measure or description. 

The programs and devices beneficial ,0 nagc earners, ro fanners and 
to consumers at large that we have just studied were not designed’ 
have they operated, to help the poor as such-rarionahzations and justlfif 
canons to the contrary notwithstanding. Some persons in the loutb m 
come groups have benefited from some of these programs. But the benefits 
un.on.zanon-to take one e.xample-have ofteT gone to vorkers n 
already were relanvely well off. In varvinv decrees" the ,1 r ' 
labor unions have (,) restricted oppornmitifs of fre let: welup r',’ ''' 

“eas'eTZ " open to the poor; 

c eased the pnees (or retarded their fall as technology has impftvedVti h 

all persons, mcluding the poorest workers, must paf aZ T Z 
of persons living on small incompt; ” i ’ ^ 

disabled. Again Licu m a „ T 7 ' 

ntereial farLrsbfd bate maZZrarroTr''' 

atuated. The nation's ra. system, ro be dtsctsZ'Ze: ht: .Cdf 
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mands on persons with large incomes; yet the poor have also been forced 
to pay, directly and indirectly, what for them are heavy taxes that inten¬ 
sify their poverty. 


TRADITIONAL ATTITUDES TOWARD POVERTY 


Society has not ignored the poor as such. Some community respon¬ 
sibility for the most unfortunate has ordinarily been recognized among 
civilized (and primitive) peoples. The family, defined very broadly, is 
usually the first line of defense against poverty; income and savings are 
shared; but too often they have proved inadequate. Voluntary charity, per¬ 
sonal or organized (e.g., by religious organizations), is another means by 
which society tries to help the victims of poverty. Although the results 
often have been excellent, they also have been spotty, not always construc¬ 
tive (preventive or remedial), and in times of great need always inadequate. 
A third type of help has come from governments, in the United States 
chiefly from some unit of local government—e.g., institutional care for the 
destitute aged and for orphans, and public welfare grants for the very 
needy. Finally, governments have undertaken to give some income in kind 
regardless of ability and willingness to pay (education, some hospitalization 
and medical care, police protection, public parks). Although recognizing an 
obligation to help the very poor, the community often has regarded pov¬ 
erty as the fruit of the victims’ own lack of initiative or thrift; assistance, 
it has been felt, should be kept at a minimum, hedged around with humili¬ 
ating requirements to force the recipient to exert himself to find work and 

live frugally. , t . 

With such organization and attitudes America went through the pios- 

perous 1920’s without great social strain or too much obvious misery. But 
the deep and prolonged depression of the thirties forced the country to face 
a vastly greater problem of urgent human need (which it hoped was tem¬ 
porary) and led to new provisions for dealing with persisting long-run prob¬ 
lems. 'I'he depression record will be surveyed briefly to illuminate the ma)oi 
difliculties of dealing with mass want. Then some permanent measures 
already taken will be reviewed, and certain remaining problem areas will 

be indicated. 


MEETING NEEDS AT THE ONSET OF THE GREAT DEPRESSION 

Vor a time some whose incomes shrank or disappeared, assisted in pari 
bv a substantial decline in living costs, supported themselves ly cconoiuiz 
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ing, drawing on savings, relying on credit and gifts, borrowing, and pro¬ 
ducing more for themselves. As a rule, however, resources quickly gave 
out. Resorting to the next line of defense, privately supported charity, they 
found the demands many times greater than the resources. Philanthropies, 
making desperate appeals for aid, found potential contributors with strait¬ 
ened incomes. The inadequacy of private charity was as obvious as was the 
impossibility of the unemployed relying on their own resources. 

The remaining hope was government aid. During two years of deepen¬ 
ing depression (1930-32) Washington gave no help. The problem was left 
to the states and municipalities, principally the latter. Yet tax receipts had 
fallen more rapidly than expenses could be cut, adequate new sources of 
revenue were not legally or economically available, debt limits had been 
reached, and the communities ynth the greatest need were those whose 
souices of income xvere most reduced. Some states assisted their local sub- 
dn-,s,ons, b„t ,n general the srares themselves faced the same straitened cir- 
cumstanees. Some limitations, soch as those on the size of the pnblic debt 
and the level of tax rates, had been created by law and could have been 
hanged by law. Others were political and social; agricultural or racial 
m,„at,on of state legislamres, for example, accounted for sonl 
uc ance to extend the maximum assistance possible to meet the needs of 
rban fam.l.es or members of another race. Still other limitations stewed 
rom fundamental economic realities, such as the impossibility of collectine 
g eater tax revenues from existing incomes without IntensifyTnv he epra" 
smn, discouraging or driving away business or wealth of nenalizi ^T 
poor^In practice, only federal assistance (based ultimatel) on federal aedif 

a felsibralrar;. - 

non, coi^esra"; 

(nct to give, although later the “rtcrncerdT*^^^^^^^^ “ 
for relief. Tlais averaged about ,34 for each familf in ra |ilf !d^“°’°”T 
was to last for an indefinite period. Obviously ifwas madfquatf 

first relief efforts of the new deal 

In 1933 the first Roosevelt Adminisrratinn • u • i 
moth proportions with no administrative orgadzaTn t7™“'” 
detailed plans, and with a budgetary deficit Irth 

"■e"’ “ “ “ 
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sion for the unemployed. Following proposals by the new President, Con¬ 
gress inimcdiatclv set up the Federal Emergency Relief Administration with 
$250,000,000 to be granted to the states, one dollar for each three dollars 
provided by the states, and another $250,000,000 for states which could not 
match federal funds in that proportion. The Civilian Conservation Corps 
was established at the same time. Camps were set up for about three hun¬ 
dred thousand young men from families that were on relief. Undertaking 
forestry, conservation, and similar work, they received $30 a month, of 
which about $25 was sent to the families. Enrollment reached a peak of 
nearly half a million in September 1935. 

EFFORTS TO "PRIME THE ECONOMIC PUMP" 

The PWA. As part of the National Industrial Recovery Act, the 
Public Works Administration W'as set up to supervise the construction of 
needed public facilities, such as bridges, buildings, highways, and hospitals. 
Construction was undertaken by private contractors. Because of the absence 
at first of any detailed program, and of the insistence on careful planning 
and prevention of graft, actual work got under way very slowly; liquida¬ 
tion began in 1937, but, after the recession which occurred that fall, new 
funds were granted and the life of the organization extended to 1941. More 
than $4,000,000,000 of federal funds were allotted. Since grants to states and 
localities were matched in part, a total expenditure of $6,100,000,000 was 
attributable to the PWA. School buildings absorbed nearly 20 per cent oi 
the total, streets and highways 15 per cent. In general there was a higl 
standard of honesty in expenditure, and the funds made possible the crea¬ 
tion of valuable public assets. The general objective was not so much tc 
give aid to those who most needed it as to “prime the pump,” revive busi¬ 
ness, and increase the volume of monetary circulation. 

The CWA. By November 1933 it was obvious that actual expend! 
turc of PWA funds would be made only slowly, that the NIRA expansioi 
was failing, that if the pump was to be effectively primed, more expend! 
turc was necessary, and that the fundamental relief problem remained. Tlv 
Civil Works Administration was then inaugurated to give immediate aid 
Within five months it was employing more than four million persons, an. 
at the end of eight months it was terminated after having spent almost 
billion dollars. Fairly high wages were paid, and workers were not re 
stricted to those who were on relief rolls or who could pass a means test 
In some cases, private business could not compete with the wages and con 
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ditions offered on CWA, and many of the projects, hastily planned and of 
ephemeral value, received severe public condemnation. 


THE WORK PROJECTS ADMINISTRATION 

In the summer of 1935, at President Roosevelt’s suggestion, Congress 
established a new basis for relief. State and local governments were to "take 
care of needy unemployables (i.e., provide “relief”), while the federal gov¬ 
ernment through the Work Projects Administration was to provide work 
or needy employables. Between its inauguration and June 1942, WPA 
employed at some time or other more than eight million individuals; in 
November 1938 there tvere well over three million on its payroll. By June 
194^ It had spent appro.ximately $10,500,000,000 for labor. It had an im¬ 
pressive list of achievements to its credit: 39,000 school buildings built or 
improved; 628,000 miles of roads and streets constructed or improved- 

etic fields; more than 200 hospitals; 2«,ooo miles of nesv sewers; 878 000 000 

-2 • landing fields; 450,000 acres of land reforested. During a two-nJek 

period January i,,, naturallatior v^::! 

and rl similar classes; 17,000 smallpox, diphtheria 

—»™ : 7 '"* ■«••• —' - *- 

nmsical performances. These figures iiluiilrbo.'TLratd *0“'" 
sir\' of the activities of WPA 4. • • . , 

A os in puhiLroH:: :r !fh tit: arm!:: - 

bore a C if ttlot c^rr f -^-h 

expenditure for materials and supplies.! 

'Og to the tape and locatton offhe community and the ''“T"! 
not according to family need, was paid; the aveLe t „ 
s month with a high of Jpj and a low of I3. I„ tw Yo t 
minimum was $52, the maximum I95 Workeis „ J®* 'be ,940 

relief rolls, but once employed therorHi i 
mvestigation as to need. Only one memb^^T 
time on WTA. ^ ^ ^ work 


at one 
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OTHER NEW DEAL RELIEF MEASURES 

NVA. The National Youth Administration, established in 1935, assisted 
students in high schools, colleges, and graduate and professional schools of 
universities by providing funds for part-time employment, with average 
payments of about I4, 1 12, and $18 a month respectively. In addition 
youths from WPA families not in school w'ere given various types of em¬ 
ployment to acquire different vocational experience and skills. By Septem¬ 
ber 1939, 219,000 so trained had been placed in private employment. In 
January 1941 there were approximately 900,000 recipients of NYA aid. 

Surplus-food distribution. Through state welfare agencies the federal 
government also furnished to families on relief large quantities of food from 
the Federal Surplus Commodities Corporation. The original haphazard pro¬ 
cedure was eventually replaced by the Food Order Stamp Plan by means of 
which surplus foods were distributed wdth some balance and regularity 
through grocery stores to relief and WPA families. In January 1941 nearly 
three million families were receiving aid averaging about $6.60 monthly 
through the food-stamp system. 

General relief. In practice Congress did not grant WPA sufFicieitt funds 
to care for all employables, and consequently the states and localities were 
forced to provide relief for many who were by no means unemployable. 
The relief provided by states and localities varied greatly; in some, demands 
were overwhelming, while in others the community was unwilling to carry 
a burden that should not have been impossible to bear. It is probable that 
only persons far removed from the details of the life of relief families 
would assert that society was meeting its obligations to its needy members. 


ISSUES AND PROBLEMS OF RELIEF 

Asshlmcc stmdm-ds md the nmkct. Depression experience highlighted 
certain basic problems. One of the most vital prohlcms encountered in p an- 
ninc aid for the needy is the conflict between alleviating the need and pre¬ 
venting ot eliminating it. What may he done to meet certain needs decent y 
and humanely may actually tend to accentuate and petpetuate the need 

If either the government or private charity attempts to provae 
needy a decent minimum of subsistence, the provision will frequently e.xcee 
that which the recipients could secure by accepting ' 

labor market. Perhaps the wage standatds in some industries a.e lone, t . 
they “ought” to be, and competition by the government may sect p 
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vide a healthy stimulus. But the maximum net contribution or productivity 
of many individuals-especially the youngest and the oldest workers, the 
unskilled and the uneducated, the handicapped, the sick, and the shiftless- 
may simply not equal a decent minimum of subsistence for the workers and 
their dependents. This problem exists wliether the method used is that of 
direct relief or of work relief. It is more than a question of w illingness to 
work; it is a basic problem of poverty. ^ 

However, relief standards during the depression of the thirties were 
probably not high enough in general to justify serious concern that they 
acted as deterrents to private employment. Cases in which indwiduals on 
relief refused private employment can, of course, be cited; sometimes such 
cases hinged upon the relative certainty of relief payments as contrasted 
with the instability of private employment. Generally, one person’s rejec¬ 
tion of a job was offset by another’s acceptance. Frequently the reason for 
]ob refusal seems to have been lack of necessary training or of pln sical 
strength. If private industry sometimes had difficulty in finding workers 
that w^as due, with some exceptions, not so much to the generosiry of relief 
standards, as to the scarcity of workers with the required qualifications and 
the inadequate organization of the employment exchanges 

for rdi'ef r'heT^’n the n«d 

for relief, the New Deal attempted to stimulate business rccovcrv The 

merits of such an objective are obvious, but there is a dancer that the most 

seuous human claims will not be satisfied. To a considerable extent the 

benefeiaiies of recovery may not be the most needv Much of the add' 

be ignoreTT\ir"„mrX„7ttl;,tsetre’ C'"' 

w^ 'rr:i:f"’„::r 

94 b despite a comparatively high level of hiis;'n • • 
much need persisted. / 5 el of business activity, 

relief^ ;-.P-'iding 

resources of private charities will remainlade „a e C 

prosperity. Yet these agencies have a role of great strate:^/"' 

our society. Today their nlace in ^ ^ stiategic importance in 

vide for Lie relL ^ P™- 

-ds of individual cases which a formal governmen“:i,r;L:r 
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sarv rules and checks is ill-adapted to deal with, and (2) to pioneer in new 
fields of human service. Private charities can, for example, continue to pro¬ 
vide the skilled, individual case t\-ork required in dealing with emotional 
problems, which are often no less important than economic ones. 


FEDERAL, STATE, AND LOCAL PARTICIPATION IN RELIEF 

How should the responsibility of the various governmental bodies for 
mcetinu basic needs be shared? States and localities did not meet the situa¬ 
tion c.xisting in the early years of the depression in the thirties, and there 
is little reason to believe that they would be substantially better able, or 
more willing, to shoulder the entire burden in another depression. Their 
burden in the late thirties, ostensibly that of carrying the uncmployables, 

V as practically that of carrying in addition many w ho were able and veil¬ 
ing to work but for whom WPA had no funds. It is often difficult for 
states to raise adequate funds except by the use of some of the least de¬ 
sirable forms of raxes. In general the old rule holds-thc greater the need, 
the less the community’s ability to meet it. It was pointed out above that 
some state legislatiires'were unwilling to vote adequate funds for relief in 
urban regions or for certain racial groups. Yet administration by local 
agencies does offer the attractive possibility of wise adaptation of benefit 
‘to need flexibility an<l economy in administration, community pressure to 
prevent malingering, and careful integration with private charity; the dan¬ 
gers lie in amateur, wasteful, and unimaginative execution, parsimony, an 
possible graft and corruption. 

In pn.s|U-,„„s ,n,« srncc. and localities w,ll be ahk to prov.cic 

reasonably svcil f..r the ncedv-bnt they niay be non ailing. 1 he cllcets o 
povetly are not liiniteil to the area in wbieh they originate. Fyen to persons 
not inilvcil to action by the tragedy of human snlTeniig itsel . the knoM - 
edge that disease, ignorance, unrest, and subversion can easily cros,s st te 
lints should prompt preventive action. The federal government may rigli ly 
be assigned It leal Isvo direct responsibilities: „) to provide son.e mi* 
,0 ireas miable to finance their own relief, and (:) to induce oi fniie al 
areas to meet minimum standards. A start has been made in such a piogi.i 

federal administration ... the thirties was diat 

i, used Its cirntrollif relief t„ further the political ends of the doniina t 
narty The evidence produced failed to substantiate the charges, hut dam 
^:::L pmenlahties ... exist. What is not glear. however, is how 
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turning relief back to the states and localities would remedy the situation, 
except that, since the “out” party will ordinarily control some states, 
neither party will get all the benefit. 


WORK RELIEF VS. DIRECT RELIEF 

Another major problem is to determine how funds may be used to 
greatest advantage. Should they be given directly to the needy as a dole or 
spent in hiring men to do a job.? All too frequently the policy chosen seems 
to have been penny-wise and pound-foolish. To some extent the responsi¬ 
bility must be placed upon the peculiar nature of public bookkeeping, which 
takes no account of the government’s assets while focusing attention upon 
Its liabilities; it sometimes seems that the public prefers to spend Sio and 
get no permanent asset than to spend $15 and get an asset worth $,2 or S20. 

nother reason for the policy may have been that the primary emphasis 
placed on expenditure as such (“to get new money mto circulation”) rather 
than on what the expenditure was for. An even more important reason 
however, has been the inability to spend large sums wisely and quickly on 
projects of lasting value. In the early period of the New Deal, tlw pressure 
to alleviate human need called above all else for speed, but the careful 

yearrXhXroT “ifr'' ^ "months and 

a^nT i, 1 y'l-fotmulated plans at the beginning of the depression 

and the reluctance later to admit the necessity of planning on the asslo' 

thTfatlu P™. t"ust bear the main responsibility for 

tathe“ir(t;!:rioT;f t 

Hsted below, g'™"* Ptoblems are 

ax fonfbtrtVe!efIe“& ■'"'“'-^-Pendittire for materials as well 

give a larger amount l/Llarra" Xe “ ■ m^net/ T" 
Will work relief. ^ needed than 

2. It may be difficult to find proiects with 
tribution as unemployment- streets^ Zl u dis- 

tals, however, willVdinarXmSp ‘’“P" 

of relief; this consideratlrXVcX “X X 
"■»- - .. 
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skilled and unskilled, and of needy and non-needy workers. The WPA’s 
achievements could probably have been greater had it not been for the 
limitation of employees to persons on relief and for the lack of federal 
funds for materials. 

4. Many of the persons most in need will be the least competent, i.e., 
those w hose productivity is lowest. 

5. Promising projects will sometimes be rejected because of their po¬ 
tential competition with private business. 


THE ADMINISTRATION OF RELIEF 

The success of a relief program obviously depends upon the honesty, 
competence, and econom\’ of its administration. T 1 he United States enteied 
the thirties with many large areas in which there woi'c no piofessional 
social-work or jiublic-welfare organizations, w hile in other areas staffs were 
inadequate or lacked the independence necessary lor best results. Theie 
was no conijirehensivc plan. \ et a tremendous task had to be peifoimed— 
and (juickly. /Id hoc arrangements were made. I he public refused to admit 
that relief might be a persisting problem; in consequence the setting up of 
adeipiate staffs w as repeatedly postponed. I he unw illingness to appropiiate 
adequate funds for temporary stalls and the shortage of professionally com¬ 
petent personnel further complicated the problem. In sonic cases the desire 
to keep relief administration under political control impeded progicss. 

Relief apj)ropriations frequently limited the amounts to be spent for 
administration. As a result staff members directly in touch with families (in 
relief had case loads so far in excess of what they could ellicicntly cany 
that it was physically impossible to investigate adequately and continu¬ 
ously, to say n.'.tliing of doing the more advanced case work which some 
relief families badly needed. Once the local relief agencies had ccrtihcd 
families to WPA, the case work ordinarily ended; if other members of ne 
family secured work, or if the worker himself secured part-time employ¬ 
ment, the WRA organization had no way of discovering the change, (.om- 
netent case work reipiires special ability and professional traini.tg, for which 
!uie(,uate salary, satisfactory working conditions, and reasonable security in 

employment must be offeied. 


POLITICAL ABUSES CONNECTED WITH RELIEF 

Ak s,.t-KCs.c.l carlic-r, .ni.ch .lis»«tisf»rti.m with relief rcsulte.l from the 
cnnccliom th« its alhteatiot, an.l atht.inistrati.tn so.ttct.ntes Itatl wttl. the 
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less desirable aspects of politics. The existence of tremendous sums to be 
spent produced intense competition to secure them for particular regions, 
projects, and persons. It was charged that allocations were made on the 
basis, not of the human good they would do, but of their political effect. 
The extent of the abuses was never publicly determined, but it is clear that 
a serious and difficult problem existed. Some discretion is necessary. Costs 
of living vary so that payments that are adequate for one region or type of 
community are quite inadequate for another. Some communities suffer far 
more at some times than at others, so that the use of simple and fixed for¬ 
mulas for allocating federal funds to areas cannot be expected to bring best 
results. The assignment of persons to work-relief jobs and the award of 
special funds for special needs inevitably calls for discretion and for special 
attention to individual cases, opening the way for favoritism on the one 
hand and for flexible adaptation of benefit to need on the other. The best 
solution of both broad, general problems and small, personal problems re¬ 
quires a measure of discretion and latitude of administrative judgment 
In some areas the relief allowance was often inadequate to cover’rent 
fully or consistently; either humane considerations or legal provisions re¬ 
stricted landlords from evicting families when rent was not paid. Conse¬ 
quently, an undue portion of the true cost of relief was sometimes placed 
on certain landlords. Another problem was whether relief should be granted 
m goods directly-to assure that the funds are used to good advant^ge-or 
in money. In many states no adequate provision was made for persons who 
^cie not citizens of the particular state, and because of resideLe require¬ 
ments often as much as nvo or three years-itinerants seldom received\ven 
meager relief Another question was whether adults on relief were to be 
cpnved of the r,ghc vote; states have the constitutional power to with 
raw rite franch.se. But to do so seents antagonisric to fundamental rets' 
craev even though the argument was advanced vigorously that 

z::: S' «the 


the relief problem of the future 

* zfh" “■ —ply™. 

a problem again, the experience of the New Deal should' 
humane, more prompt, and more effective aid SIS 
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The problem of individual distress remains, and cannot be expected to 
vanish even with high and sustained prosperity. Millions of families will not 
have enough income to provide adequately for loss of earning power—due 
to sickness, unemployment, or old age—or extraordinary expenses such as 
those caused by sickness. Some will not have the will to make such provi¬ 
sion. Private charity must continue to play a vital role in helping extreme 
and exceptional cases, and in testing new methods of help and prevention. 
For the great majority of cases, however, a start toward providing system¬ 
atic aid has been made in the social security system. 

THE OBJECTIVE AND THE METHOD OF SOCIAL SECURITY 

Leading European industrial nations undertook, during the decades pre¬ 
ceding World War I, to provide through the agency of government a 
minimum standard of economic security for large sections of the working 
population. In the United States the need for such action was less apparent 
and in a sense less urgent. Yet the market system evolved no method of 
providing a standard minimum of security. The depression of the thirties, 
however, dramatized the need for action. Vigorous New Deal leadership 
made capital of the situation, and in 1935 the Social Security Act was passed. 

The act (which has since been revised) established two major programs 
to make partial provision for the economic need arising out of (i) old age, 
and (2) involuntary unemployment^ it also made some provision for deal¬ 
ing with other more limited, though no less important, phases of economic 

insecurity. 


OLD-AGE INSURANCE PROVISIONS OF SOCIAL SECURITY 


The Old-Age and Survivors’ Insurance program is administered solely 
by the federal government. Coverage is very broad; the major exceptions 
arc workers in agriculture, domestic servants, workers in governmental and 
nonprofit organizations, casual labor, newsboys under eighteen, and a few 
others. Every three months each employer of insured workers must remit 
to the Federal Treasury taxes based on the wages paid to such employees; 
, per cent is deducted from the wages, up to I3.000 annually, of all insured 
persons, and a similar tax is imposed on the employer. Although the i per 
cent rate was to have been raised automatically several times. Congress las 


iRailroafl employees used their substantial political influence to ^ 
gran, with far more generous benefits and entailing many tunes heav.er burdens fo. 

their cmplovers. 
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each time postponed the increase. Under present schedules the rate is to rise 
in the 1950 s to 3 per cent each on employers and employees. Every “cov¬ 
ered worker is assigned a number, and a record is kept of all payments made 
on his account. 

Insured persons reaching sixty-five years of age become eligible for 
old-age benefits if they have earned $50 in covered employment in each of 
forty quarters (ten years) after 1936. The benefit, payable for life, is de¬ 
termined according to a formula based on covered earnings and length of 
coverage. First the average monthly wage during the period of coverage is 
computed. The resulting benefit is then (i) 40 per cent of the first $50 of 
the average monthly wage ($20), plus (2) 10 per cent of the next $200 
(a maximum of $20), plus (3) i per cent of the sum of (i) and (2) for 
each year in which the worker earned more than $200. In addition, he re¬ 
ceives for his wife if she is over sixty-five and for each dependent un¬ 
married child under sixteen (or if the child is attending school) a sum equal 
to one-half of his benefit. After reaching si.xty-five, an insured person re¬ 
ceives benefits only if he no longer works in any occupation covered by 
the act; no benefits are paid to or for any person who is employed and 
a ning more than $15 a month in covered employment. The minimum 

monthly benefit is |io, while the maximum that may be paid to a family 
amounts to $85. j laiiuiy 

"age of f ,00 would receive t30, a married man I45; forty years coveraae 
at the same rate would yield .3; to a single individual and Her eoT a 

1 ( / Widows who 3rc over sixrv rkr- tt u u i 

pendent children nnd ^ sixty-hve or who have de- 

Ln Snm ™ ^ dependent parents or dependent unmarried chil- 

■ me survivors receive three-quarters, others one-half the . j a 

reedve f Inmplstm prymenT"" 

son,Xi“ 7tra;?o7:5iv:^^^^ p«- 

less of the recipient’s other financll resouLs such I ™ 

from investments or annuities- bni-_oc • ’ savings or income 

peovide for basic needs, and at’tempts t^ s^ptr rsCd^rfl“ 
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in its loss \\ hen the supplement is as low as $15 a month, or even when it 
is substantialIv higher. 

The administration of this portion of the act involves keeping tens of 
millions of individual records, a mammoth task and one which many pre¬ 
dicted could not be carried out successfully. However, the record-keeping 
is W\<rhW mechanized, centralized, and not unduly expensive. No investiga- 
tion^)f the w orker's economic condition is necessary. Some administrative 
cost falls upon employers, who must file returns which require extra book¬ 
keeping and computation. Early in 1949, about 2,300,000 persons (or fami¬ 
lies) were receiving retirement and survivors’ benefits. 


CRITICISMS OF OLD-AGE PROVISIONS 

Little ol)]ection is now raised to the basic purpose of the act—making 
some financial provision for oUl age-hut certain features have been criti¬ 
cized. The exclusion from coverage of large groups of low-mcome workers 
is cf)nsidcred by many a serious defect. The primary difficulty of extend¬ 
ing co\u-agc is the administrative burden involved (plus some employer 
resistance to the tax costs). Securing wage reports and tax receipts from 
several million farmers and from small and transitory firms and households 
would be extremelv difficult. 

The c..,nn,ils„iy nature nf the prugram clieited some critieisni trom 
persons preferring to maintain the prineipic of self-reliance in provKling for 
economic needs, at hich long had hecn the traditional American attitude 
Careful stiiilciits of the matter liclicve, however, that millions of people, if 
left to their own resources, will he iinahle to make any systematic provision 
for old age, liccaiise the iivadei|uacy of their incomes makes it dillictilt and 
tiftcn inipossihle to save any substantial amount. Increasing tirhamzamin has 
made it more difficult for older iiieinhers of the family to coiitrilnite to 
its income hy useful labor in the home or on the fariii. Then too, the 
average family today has fewer children than it did a generation ago; con¬ 
st,piemly tlul are fewer earners to support retired patents. 1 he sue 
scciii-ity pnigram is nut inconsistent with private pension scIkmucs; f.om he 
employee’s point of view it even has definite advantages. Continuous em¬ 
ployment hy the same firm is not a reqviisite for receiving tenc its, t ( 
the worker penalized in any manner if lie elects to change is )o . 

More sirions criticisms have been directed against t>c - ^ 
financing the program. The pay-roll tax' levied to secure funds o, bo h the 

old-age ami the uneinploymcnt-bencfit programs f*''' 

below ) has been deplored both because of financial hardship that ni.iy 
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imposed upon insured persons, and because of difficulties associated w ith 
the accumulation of large reserves for insurance purposes. Both of these 
criticisms will be considered briefly. 


POSSIBLE HARDSHIPS FOR INSURED PERSONS 

Many of the employees covered by social security earn such low in¬ 
comes that any deductions therefrom must result in some sacrifice of the 
necessities of life. Also the employer’s share of the tax burden may be 
shifted to the worker, at least in those sections of industry where the com¬ 
petition for jobs is especially severe. This could happen through a cut in 
u-ages, or through a failure of wages to rise tvhen they otherwise tvould 
have done so. A tax on pay rolls, moreover, is one that can be escaped by 
-educing employment, either by substiuiting capital for labor or by cur- 
ai mg output. Those products requiring relatively little labor will be less 
ffiected than those requiring a large amount. The tax will ordinarily be a 
:ost which must be covered by selling prices. Consumers will pay'in the 

orm of higher prices; even families that are not covered will contribute 
ndirectly m this way. 

Furthermore an increase in price may reduce the quantity of sales 
nd hence the volume of employment. A tax rate of i or 2 per cent on pay 
0 Is may have little effect on employment, but eventually the total sodal 
-curity tax on the employer will rise to 6 per cent (in addition to the tax 
3 per cent on the worker), a large enough figure for its effects to war 
mt serious consideration. When unemployment looms as a serious socid 
em, a tax on pay rolls may only aggravate the situation. This form of 

Terr ;r “ ^ -- -a benent on ,vh.« Zed 

cally satisfactory and politically feasible basis. It has however been 

„ued both on gtoonds of equity, and because of possible teac ions lo" 

1 r , cr. I et unless all persons are covered rh(=> nco 

•neral funds to pay benefits is difficult to justify. ’ 

>SSrBLE EFFECTS OF ACCUMUIAIINO A RESERVE 

The second serious criticism of merhodc 2: 
ncerns the creation of a large r^erve ori ' 11 security, 

7,000,000,000. The benefits that will f 11 ^ about 

■cH fst highet totah Th!: tte';':i?':t^::e‘: tij: z- 

>rkets will qualify, and, because of the longer average pet'.™ Tr" 
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rlKii- a\ci',;-,:e liciidic ^\i!l l)c ercntcr. Unless more is collected in the early 
VL-ai' ili.in is rc(juircd fur the rclarivelv small total of benefits then due, an 
c\trtiiiLi\' hiuli tax will be nccessart' to carry the increased burden in the 
furure. burchermiire, if woi-kers are to benefit according to their contribu- 
liuns, the\' must make prot ision in the years when they are employed. Con- 
sn|uenrly, for some time to come payments into the fund will greatly 
exceed disbursements in the form of benefits. The accumulation of reserye 
that is now jilanned contemplates one smaller than was aimed at in the 
original act. l arly in 1949, the reserve fund contained about gi 2,000,000,000 
(inchidin!_;' raih'oad retirement reseiwes). The funds of the leseite are assets 
whicli earn interest. As rime passes, benefits paid out will increase, and 
finallt they w ill exceed the sums being received from social securitv" taxes, 
bur the interest on the accumulation is expected to make up parr of the 
dilTerence, so that the charge on the I reasury s general revenues will not 
be excessive. I he capital of the fund is to remain intact, invested in United 
States government bonds or miaranteed obligations, with no fixed rate of 
interest specilied. 

bhe reseive fund was originally condemned as defiationary; it was 
;inmed that it withdraws from circulation a large volume of purchasing 
pemer which otherwise w.mld be used to buy consumers’ goods and ac- 
rumulaies it in a huge capital fund which will never be entirely paid out. 
When an increase in the volume ol consumers purchasing powci am. a 
dc( lease in the proportion of the national income saved seemed to be im- 
poriant social objectives, this huge forced-saving scheme appeared unwi.se 
|,,ur, d.trinu the per.od of wartime inllattonary thryit, the iic- 
,,„„„k,„on of the reserve was welcomed by fiscal experts, but tins may be 
, temporary coiulitton. Alternattve methods of provtdtng lor the greatet 
needs of the fut.tre are not reailily apparent unless more ol the cost ts to 
p, ,,irown on tlie general taxpayer, .0 Die detriment ol persons not sched- 

iileil to reieive benefits. . , , r 

A,„„l,cr feature ..f ll.r reseve fuu.l lira. Sts i.erur s.MulO f... e , 

, |m„ is ,I,:M rl.u fululs . ..llc lu.l it. tases l.avc l.eu„ usral l..r tunsitt pul.l s 

.sspe.a s, ,l,c .. serve a. .... re. eivl.., ..ulv .I.e IOCS „i , .y g-n. 

If „,e fa. , ,l.a, ..■.aa|..s f.au„ .l.e .su.aal se.aua.s ‘ 

l,e„e(i, pavaueuts ..ape,I Cu.piess 

,„|,e„eiL\v„.,l,l, Ueause „f ,l,e ease ..f l.ur.a.sv,,,;, l.aun -l. ^ 

.here ...ipl.t l,e s,„„e leason ... fear ,l.a. .... ..'........u.' ass., .s ’'"’S ' I- , 

I,;;,; ,„t„s,ai,. f„„„e ...sts, a „ rla.e, l,..sveve,, ,l,is .■r,„e.s.„ as m.l.al.lv 

,l,ei, use |„„.l.ase p,.ve„....c.„ ..l.liBa'i.u.s C 'l-s' '' 
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gressional appropriations, which would probably have been no smaller, 
could have been financed only by greater sales of government debt to the 
public. It is immaterial to taxpayers whether they are paying interest on 
debt to private owners or to the social security reserve account. 

Several other minor criticisms reduce essentially to the view that since 
the program is subject to political manipulation, being the creature of Con¬ 
gress, it can give no reliable assurance of future security—which means that 
either the insured or the taxpayers are to be imposed upon. The existence 
of this danger cannot be denied. The basic safeguards are political caution, 
awareness, and honesty. 


JNEMPLOYMENT COMPENSATION 

The Social Security Act also provides for federal co-operation with the 
tates in providing unemployment compensation. A federal pay-roll tax of 
per cent (e.xcept on annual wages in excess of 13,000 per employee) is 
evied on all employers of eight or more persons with the same important 
xceptions as apply to the old-age benefit program. However, up to 90 per 
ent of this tax may be deducted as credit granted by the federal govern- 
lent to state unemployment insurance funds. This crediting device consti- 
Jtes an effective method of federal compulsion on the states to set up 
nemployment-compensation schemes; by failing to do so a state cannot 
ive Its employers a competitive advantage over employers of those states 
'ith compensation programs. This is for the reason that (with minor ex- 
Ttions) the total tax, federal and state, is the same in all states. Yet no 

1 LT H n«de only from 

Trio r 1' ^till 

y the tax but its workers receive no benefits. Consequently all states 
ive initiated unemployment-benefit programs. ^ ^ 

To qualify for the credit, the state program must meet certain federal 

quirements; some degree of uniformity and some assurance of minimum 

indards can thus be assured. Variety, experimentation, and extensive local 
ntrol exist under the rules now in effect. extensive local 

Many different formulas are used for computing benefits some of 
ggenng complexity and most of them too difficult for many workers to 
derstand. The period between the end of employment and the beginning 
benefit payments, the waiting period, is usually two or rhlZe k! 

nTZr""' r°' ^ within thl pt: 

iing year) is usually required. Benefit payments varv armrrl' ^ 

■os earnings and length of employment, with a maximum weekly bereft 



454 CONFLICT AND CO-OPERATION AMONG ECONOMIC GROUPS 

of somewhat more than I20 and a minimum of $5; provision is made, how¬ 
ever, for some benefit in case of partial unemployment. Benefit payments 
are in most cases limited to a period of fourteen or sixteen weeks and, in 
addition, to a percentage of previous earnings. No benefits are payable to 
employees who quit work voluntarily, or who are discharged for miscon¬ 
duct; ^\•orkers who go out on strike ordinarily must wait longer for benefits 
and in some states are denied them entirely; special provision is made for 
seasonal, casual, and temporary unemployment. All costs of adminisn-ation 
are borne by the federal government. There have been established (under 
other legislation) about 1,500 full-time and 3,100 part-time and itinerant 
employment offices at which workers claiming benefits must register; 1 
suitable work is available, no benefit is payable. The particular features of 
the program, it should be repeated, vary widely among the states. 

Bv early 1949, funds in state (and the railroad program) accounts aval - 
able L the payment of unemployment benefits exceeded $8,300,000,000; 
this huge sum will help greatly in cushioning the shock of 
and maintain purchasing power if a business recession starts At 

weekly benefits paid during late .947 I L I 000 

ciolent From the Initiation of the program to early . 949 , I5.800 000,000 

was paid in benefits. Late in .948. tccipients of benefits 

one million (veterans covered by a special program not included). 

CONTROVERSY OVER UNEMPlOYMENT PROVISIONS 

Although there is little dispute as to the desirability of making some 
systematic provision for the victims of unemployment, there aie sev ^ 

controveisia asp , P ^ criticisms of this method of 

(imnwIiL'"heady been noted. Another controversy centers around the 

^ ' f 1 tl er the svstcin slioiild be used to decrease unemployment, 

tiuestion of Wbethe, tI c „ establish a 

: c n. rcnicdv as well as to allcvi.irc. .ul \ 

’1 f “iiicrin-itings” designed to encourage steadier employment. Almost 
7 ta'; s ve dm 7 I'lrms that offer fairly regular employment 

should therefore not be comptllcd to be. y 

enterprises whose demand for labor is less o L ery ki'gc in 

offering the prospect of a tax redtiction-one that is / g 
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relation to profits—the government can induce firms to stabilize their em¬ 
ployment. 

Both arguments have some validity, but merit-rating schemes as they 
have so far developed leave much to be desired. In the first place, if the tax 
on firms with stable employment is reduced significantly, the major cost of 
the program will be thrown on other concerns, ordinarily those least able 
to bear the burden; an insurance scheme eliminating the good risks and 
including only the bad ones can hardly remain solvent unless rates are raised 
proportionately. But the typical merit-rating scheme provides only for the 
reduction of rates applying to some firms and not for a corresponding in¬ 
crease of others; the maximum rate remains in all but a very few' cases 3 
per cent, and some question arises as to its adequacy for periods of large 
md sustained unemployment. The second objection is that such employ¬ 
ment stabilization as may be secured through differential contribution is 
apt to be limited in amount and of doubtful value; thus it may mean only 
more work for some and none at all for others. 

FHE UNEMPLOYMENT BENEFITS 

The provisions for payment of benefits requii'e further considei'ation. 
^s yet there is little general agreement as to w'hat the benefits are to accom- 
alish, how they are to be integrated with various forms of federal and state 
relief, and wTether they should be entirely separate from the question of 
teed or should vary with the number of dependents and the cost of living, 
rurther study might well disclose new tvays of increasing the social value 
af the program. The present arrangement cannot even claim the advantage 
)f simplicity. For example, benefit payments, including those failing tvithin 
:he lowest ranges-fiy or less in most states-are adjusted to a scale based 
an past earnings. This adjustment requires the keeping of detailed records 
or each covered worker and involves w^hat is often a difficult task of com- 
autation, adding administrative expenses quite out of proportion to the dif- 
erence between the benefit so computed and the general average. The 
Titish method of paying a fixed benefit plus supplements for dependents is 
ar simpler and cheaper to administer. Its results may approximate the fun- 
iamental objective, that of providing for the needs of the unemployed, as 
iatisfactorily as do payments wdiich vary slightly with earnings. 

Although the federal government provides the funds for administra- 
:ion, in practice its power to compel observance of high standards and to 
-equire economy of operation has been limited; a wide area of independ¬ 
ence has been left to the states. Gradually state staffs are being put on the 
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civii-service merit system, but there has been, apparently, effective oppo¬ 
sition to removing the jobs invoK^ed from political control. Even the civil- 
service merit s)'stem does not of itself insure competent, enlightened, eco¬ 
nomical administration. Moreover, the work of the employment bureaus 
could well be expanded and integrated more closely with the benefit system. 

No provision is now made for federal reinsurance of state systems. 
Yet some such scheme may eventually be desirable to assure benefit pay¬ 
ments in case of serious need. In states where unemployment may be espe¬ 
cially heavy or protracted, the funds accumulated could prove inadequate. 
Part of the tax collections might well be used to build up a central fund 

upon which state funds under strain could draw. 

Another issue is the payment of benefits to persons on strike. Unions 
naturally favor strongly such payments, because the bargaining power of 
the striker is increased by any measure that reduces economic pressure to 
return to work. But the explicit public purpose to be served by this section 
of the Social Security Act was not that of adding to the bargaining strength 
of unions (this was done by other enactments of Congress). Moreover, pay¬ 
ment of benefits to strikers runs counter to the insurance principle and de- 
pletes funds which may be required for meeting future ° 

a kind which is-in a much stricter sense of the . f*' 

forms of public aid, such as relief, ordinarily are available to meet the 
pressing needs of families of workers involved in labor disputes. 

OTHER PROVISIONS OF THE SECURITY PROGRAM 

The otlier features of the social security program, while less ambitioris 
are intaided to meet to some extent the needs of certain groups unable to 
provide for themselves. Federal aid is granted only tln-ough state agenci^^ 
Ld only on a matching basis, i.e., on condition that the state as 
utes. StL programs and administration must be approve y 

"“‘owigct/rfancc. One acetinn of the Social f-uAy Aa^provid« 

that the federal government will match , ^.i.e-federal 

hy the states to needy aged to a maxmu.m of J4 « ' 

grant. In November , 94 «, r,500,«x, persons Missis- 

provision, but the average total benefit was oi y 4 . 

York paid $50. W ’y I 

::tttr« *h the states have placed part of the burden „< 
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matching funds) have in some cases felt unable, and in others unwilling, to 
impose sufficiently heavy taxes to meet the maximum federal offer. 

The benefits paid have unquestionably been of tremendous value ui 
many cases, but they have by no means solved the economic problem of the 
needy aged. In many states there are more persons over sixty-five (half the 
recipients are seventy-four or over) in need of some assistance than are 
receiving it, and in no state can the aid actually offered be said to assure 
what would seem to be a reasonable minimum standard of living. In some 
states, an aged couple living together might possibly manage if special diets 
and medical care are not required. 

For some years the number of aged will increase steadily; some will 
continue to work, others will have reserves of their own, but many will 
be able to exist only if they receive some measure of help from private 
charity or the government. In accordance with the trend of population de¬ 
scribed in Chapter 3, the number of aged persons will become so great as 
to create a large problem, one never before faced in this country. There 
seems to be no possibility that private charity will be able to fill the need. 
The demands on the government, reflected in such powerful movements as 
the Townsend Plan, probably will grow, even with sustained prosperity. 
Gradually, the provisions of the old-age insurance division of the social se¬ 
curity program will carry more and more of the burden, but increased 
demands based on serious human need must be expected, especially from 
groups not covered by the program. The potential cost of even modest 
provisions, such as $40 a month for a person over sixty-five, is startlingly 
high. 

Without significant added cost the human benefit yielded could prob¬ 
ably be increased if the recipients of aid were allowed greater freedom of 
movement. Individual states are, for good reason, reluctant to grant pen¬ 
sions except to those who have resided in the state for some years. A per¬ 
son nearing the pension age may well hesitate to move to areas with more 
promising economic prospects or where friends and relatives are located, 
but where he might be in danger of losing his pension rights or where they 
would be worth far less. Furthermore, some localities are more attractive 
and less expensive than others for retirement. 

Aid to mothers, the blind, etc. Other phases of the program provide 
for federal grants-in-aid to states to help the blind, to aid seriously needy 
families with dependent children, to provide a smaU amount of maternal 
and child-health care, to care for crippled, homeless, or neglected children, 
to support in a small way public-health services, and to establish and main- 
tarn vocational rehabilitation projects. Almost all states and territories have 
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initiated approved programs, and a great many lives have undoubtedly been 
made happier and more useful. Late in 1948 about two million persons were 
rccei\iny direct benefits under these services. In most cases, however, the 
need far cxcectls the accomplishments which arc possible with the limited 
funds appropriated. 


THE NEED FOR IMPROVEMENT OF HEALTH 


Substantial deficiencies in the present social security program stem 
largely from the magnitude of the basic needs. Prosperity has both reduced 
needs and facilitated meeting them. But pressing needs remain. In fact, from 
the point of yiew of the community’s welfare, it may proyc to be the poor¬ 
est kind of economy not to expand the program in certain directions that 
already arc fairly clear. Probably tiic most obvious need is an improvement 
of the general health standards of the country. 

Health is as fundamental to a free, progressive, prosperous, and happy 
society as is education. T his countrx' has long recognized the desiiability 
and the necessity of providing c\ cryonc with at least a minimum of edu¬ 
cation and an opportunity to secure more if desired, although often the 
achievements have fallen far below the goal. The social, to say nothing of 
the humane, arguments for providing minimum opportunities foi good 
health seem no less persuasive. ^ ct appalling conditions testify to out fail¬ 
ure. The medical examinations of men selected for the armed foices, a fairly 
representative cross section, disclo.scd the existence of a large amount of 
preventable disease, impairment, and disability; five million, nearly 30 pet 
cent of all male registrants, were rejected as medically unfit. 

A few facts will illustrate the situation. Hundreds of thousands of 


mothers receive no doctor’s assistance at childbiith, and even moie leceite 
no adecpiatc prenatal care. 'Lhou.sands of preventable maternal and infant 
deaths occur every year. A total of fifteen million people live m coun¬ 
ties possessing either no hospitals of any kind, or hospitals not meeting 
minimum professional standards, while millions more cannot afford such 
service as is available. Forty million people live in communities lacking full- 
,ime local public health services. Lew of the families with the lowest in¬ 
comes and the largest number of children can afford adequate medical and 
dental care. In .919 one out of four children ill for more than a week 

received no medical care, l-acilities for treating mental illness, especially in 
earlier and less serious stages, arc available to only a very small portion of 
those who could benefit from the progrc.ss of psychiatry; there are pioi- 
ablv two million mentally ill in the United States and ten million who some- 
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ime during their lifetime will need some hospitalization because of mental 
llness. Though care is pitifully inadequate, taxpayers spend more than 
5500,000,000 a year on the mentally ill, very little of which goes for re- 
earch and prevention. 


rHE PROVISION OF MEDICAL AND HEALTH SERVICES 


The science of medicine has made tremendous strides during the last 
ew decades. Yet the developments have been made available to only a part 
)f the population. Although it often is said that the very wealthy and the 
xry poor receive good care, there is little evidence to show that all of the 
)oor in fact obtain adequate services. The ways in which medical and 
lental services are marketed leave the patient bewildered; he seldom is able 
0 judge professional competence, and often he has no alternative but to 
ccept such treatments as are offered. 

Purely on the basis of the general economic interest of society, there is 
eed for the extension of at least minimum opportunities for medical care 
0 all who need it; national productivity would be increased, and future 
abilities in the way of caring for the needy would be reduced. The aryu- 
lents for this in terms of dollars and cents are formidable, and humane 


onsiderations should have even greater weight. 

Governmental bodies now are spending about one billion dollars a year 
ar public health (excluding the Army, Navy, and \"eterans Administra- 
on) and are providing for a large proportion of total hospitalization, prin- 
ipally through institutions for mental illness, tuberculosis, and the ill among 
le very poor. Doubling or trebling this sum would be inadequate to meet 
arrent needs, but would, eventually, achieve large results. Several years 
^ould be required to expand adequately the present limited facilities. The 
ipplies of physicians, dentists, nurses, and other skilled personnel are far 
)o small to meet the potential need. The medical ranks are strictly limited 
: present by control over entry into the profession. 

The tendency artificially to limit the number of physicians has arisen 
at so much because human needs do not call for greater amounts of med- 
a service, as because many with the most urgent needs are unable to pay 
•r what they require on the scale desired by the medical profession. The 
gh earnings of some physicians help make the profession attractive Yet 
ie proportion of this professional group to the total population has fallen 
mng recent decades so that today the typical physician cares for five per- 
■ns or every four served by the typical physician of .900. The pteLt 
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distributed among different sections. Many physicians now in practice 
could be of far greater value to their communities if they received some 
postgraduate training; recent developments, such as knowledge of relations 
between physical and mental or emotional illness, have occurred since man\ 
now practicing were in medical school. Medical research could be expanded 
greatly, but Congress and the states have too frequently resisted large-scale 
governmental assistance for such research. Discoveries in the field of medi¬ 
cine might be made public property; at present their utilization is some¬ 
times restricted by high prices made possible through monopolistic control. 
This control, in turn, often rests upon patents granted by the federal gov¬ 


ernment. 

Medical services are now so marketed that the person who is ill can 
“economize” without realizing sufficiently the risks of parsimony. The un¬ 
predictable impact of need finds many a family short of funds when they 
could be used to the best advantage. For such persons new forms of volun¬ 
tary insurance in certain cities have permitted millions of families to cover 
a certain part of their potential hospital costs through small monthly pay¬ 
ments Despite initial opposition, the medical associations have come to favor 
such plans. Programs of this sort have amply demonstrated the willingness 
and ability of certain groups to insure against some of the costs of illness. 
Extension of the principle to cover physicians’ fees can be arranged, an a 
start has already been made. Physicians as a group would almost certainly 
benefit, for example, from the prompt collection of fees. It would be possible 
to put dental services on a similar basis. One outcome would probably be 
that the insured would make substantially greater use of the seivices o 
physicians and dentists, in which case the understaffing of the two profes- 
sions-and especially of the former-might become more apparent than it 
now is. However, the present voluntary schemes in this country sti i 
beyond the reach of millions of families, and for such families some fomt 

of government assistance seems to be required. 

^This chapter’s discussion of the case of the insecure and handicapped 
lias presented grounds for expanding the practical recognition of community 
^ riility N„ ar.en.pt has been ,nade ro indicate how far the expa„.on 
should extend; to determine the ideal limits would require greater knowledge 
iZ dterrno; is of the social values to be gained and of the soc.a cost to 
he' home. The .social values involved are the health, effidency, 
security of a large proportion of our human resources. The sociaUosts t. 
thc„!I taldhle for.,, of pecuniary outlays. How far we can aftord to go 
i! obviously a controlling question. But how far we can afford l,ot to go e,, 
even if less obviously, an equally controlling question. 
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PRODUCTION 

The preceding sections have dealt with productive resources, with pro- 
iction and incomes, with the problems of labor, farmers, consumers, and 
le poor, and with the way in which economic activity is organized through 
jsiness enterprises. The present section describes and analyzes another 
rganizing device, the system of money and credit. Money is the medium 
I which most economic behavior is expressed. It also is the only measure 
Y which most of this behavior can be described. 

Credit, the correlative of money, consists of rights which are given by 
arsons or groups of persons to others, in return for a consideration, to de- 
land money in the future.,Most of the goods and services that are bought 
id sold in the market are exchanged for some kind of credit. For many 
)ecial purposes of economic analysis it is important that a careful distinc- 
on be drawn between money and credit. But since rights to receive money 
I the future are given and accepted in the market just as money is given 
id accepted, credit is, in a broader sense, a form of money. And, since the 
resent section is concerned with the most general qualitative and quantita- 
ve aspects of money, it is appropriate here to regard credit in this broader 
:nse as a form of money. ^ 

Simply because money is the medium in terms of which exchanges take 
lace, contracts are drawn, and debt is incurred, the monetary system is of 
teat importance to every person and to the community at large. The only 
:st of a “good” or “bad” monetary sysjem is how well it works. D. H. 
obertson has pointed out that “a monetary system is like a liver: it does 
ot take up very much of our thoughts when it goes right, but it attracts 
deal of attention when it goes wrong.” Recently our monetary ‘system 
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has been attracting "a deal of attention.” This is due to the fact that the 
value of nionev-.ts purchasing power, or ability to commarid other things 
in exchange-has changed very rapidly and very much. Tins large and rapd 
change has affected the stabilityi of the entire economic structure and 

security of every person and every group. 

It'is extremely easy either to exaggerate or to underesnmate the im¬ 
portance of money. Since it is the medium in which the exchange va ues o 
Lher things are expressed, people often have attributed to money a peculiar 

an individual has, other things being equal, the better his economic si ua 

is It does not follow, however, that the more m^ey a 
hil being equal, the better off it is. A nation's wealth consists of the 

goods available to people and of its capacity in land, 

manpower, intelligence, and skill “ ^sources named above 

had aU the money in the world and little of the resou 

would be poor indeed perceived, it becomes easy to underestimate the 

-f 

conditions affect increL in the amount of money in circu- 

production of a nation. A rapid increase of physical pro- 

1 • fairlv ouickly to an increase in the volumes or pny p 

lation may lead fairly qu y , 

ducrion and trade. And, g r disturbance of normal eco- 

s,agnation of production and trade and » 

nomic relationships resulting in "’y'™ money-which includes all phases 
earlier material gams. facilitate an optimum use of 

" ^d a « of stable relationships among buyers and sell- 
debtors and creditors, producers and consumers. 
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HE MONEY ECONOMY 

The features of modern economic life which distinguish it most sharply 
rom more primitive forms of organization are (i) the minute division of 
ibor which exists, and (2) the intricate system of exchange which is, a 
.ecessary accompaniment of any such division of labor. This minute divi- 
ion of labor and this intricate system of exchange have given rise to a broad 
lattern of organization which we may call “the money economy.” We may 
0 call it because the economic activities of people consist most directly in 
getting and spending money incomes. It must immediately be clear that 
uch a form of organization differs markedly from, for example, that of a 
nanor of the Middle Ages in which people produced almost all that they 
lonsumed and consumed almost all that they produced. Although the dis- 
inction is somewhat obvious, our minds have become so conditioned by 
he money economy, and we have become so habituated to it, that most of 
IS seldom realize the implications of this mode of economic organization 
o our material conditions of life. 

Without the use of money it would not be possible to produce the va- 
■iety or the quantity of goods that we now have, simply because it would 
lot be possible to have any elaborate division of labor. It is patent that our 
ives in fact, our very chances of living at all—^would be greatly narrowed 
f each of us had to depend directly and exclusively on his own efforts to 
secure a livelihood. Indeed, some mode of exchanging goods and services is 
in essential characteristic of every society. And no method of barter could 
)e as flexible, or yield itself as completely to mutually beneficial co-opera- 
aon, as does the system of making and spending money incomes. 
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Another positive aspect of the money economy is that it promotes genu¬ 
ine liberty in the sense that it offers people opportunities to choose-oppor- 
tunities tvhich could not conceivably exist in any other system of economic 
oroanization. No serious proposals of economic reform contemplate doing 
a\vay ^\•ith the money economy; they propose instead to change the institu¬ 
tions associated with this broad use of money. After the revolution of 1917, 
an attempt u as indeed made by the Bolsheviks to abolish the use of money, 
but the resulting chaos soon led to its reintroduction. In Soviet Russia, as 
in the United States, the direct economic activities of people consist in 
making and snending money incomes. In both countries people prosper or 
languish according to their abilities to secure money incomes and to spen 

the^noney they have for the things they want. 

Now money does not furnish these advantages automatically. The 
of a “fTood” or a “bad” monetary system is how well it works. In or er to 
evaluam our monetary system and to appreciate the problems which are 
connected with it, we must, thctefore, considet the ^ 

the qttnlities which e ntoney sltould have in otdet to perfonn * - f~ 
satkLctorily. I.t general, the fnnction, of ntoney ate to ac as (.) a standard 
of value, (2) a medium of exchange, and (3) a store of value. 

MONEY AS A STANDARD OF VALUE 

Consider, first, the function of money as a standard or measure of 
.,ue.Ahnost every ^ 

wotuer who pan of - —x: 

the “Iteep” to the value of the work ^ de- 

parison to he made, it is nccessaiy to ic ^.i„„nion denominator 

when we arc expressing the value b “worth” two 

for example, someone tells us that a paiticu a . money 

pmticular h,._we.al<c itm ,1.™ a 

serv’ices in terms of their respective trails- 

dium of calculation it would be m,possible to make 1 
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ctions which our kind of economic system neccssurily enr ols. Oui w IioIl 
ystem of prices and business accounting is based <jn sue It monei.iry e\- 
)ressions of values. 

HE UNIT OF ACCOUNT 

The unit in which these values arc expressed is a legal concept. In the 
Jnited States the unit, or common denominator, o) \aloe is the "dollar. Ir 
s by reference to this “unit of account” that we express the lelaiive v.ihic' 
)f goods and services. The \'arious kinds ol nione\ whiih are used in a 
:ountry, such as bank notes and coins, are multiples (jr siibmuluples ot ilm 
tandard unit of account. 

Frequently, the unit of account is dehncil in terms of a certain aiimunt 
)f some precious metal; at other times or in other countries the mone\’ unit 
s an “ideal” concept in tlic sense that it is stated without reference to an\ 
)articular commodity. When the unit of account is delined in terms of .1 
terrain amount of gold and when the mone\- itself can l)e coinerreal at will 
nto gold, as when the gold standard operates, we can sa\- that the nione- 
ary system has a “real commodity” basis. Such an arrangement is s,,iiie- 
imes referred to as a “hard money” s\stem. ^^'hcn, however, the unit of 
iccount is defined without reference to any particular commodir\- (such as 
rold), or when the paper money in common use catmor be coiu erted into 
lefinite amounts of such a commotlitv', x\'c ha\c a s\stem in which the 
nonetary unit is a purely abstract concept. 

When the money of a nation is dissociated from an\' commodirw the 
'■alue'of money over periods of time depends in largo part on the re-jula- 
ion of the money supply by the constituted authorities, and on the bc- 
lavior of people xvith respect to their confidence in mone\- and their w ill- 
ngness to hold it. This is what is termed a “managed money” s\ stem. In 
ctual practice, monetary systems present various comiiinations of these two 
orms; that is, the unit of account may be defined in terms of a certain 
mount of some precious metal although there may he only a partial con- 
'ertibihty of the various kinds of money into the monetary metal. Further- 
nore, the amount of gold or other precious metal w hich is declared In law 
o constitute the unit of account can be, and often has been, chamred b\- 
ubsequent acts of law. In the United States, for instance, the gold “content” 
•f the dollar has not always been what it now is. Originally \hc dollar was 
dopted by legislative act as the unit of account in" the Coinage \ct of 
792. Its exclusive relation to gold xvas finally established w hen" the Cur- 
ency Act of 1900 defined the dollar as equal to 25.8 grains of standard 
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„„ki ni,K-t.n,l« line. In iQ.U •■ni' unn of ecconnt «;,s ■■Jovnlued" uhen its 
^old content nets tcJt.cod to , 5 »e. g-ins of standtttd gold of to 59.06 per 
cent of its prcviotis amount. 


CHANGES IN THE VALUE OF MONEY 


Not onic has the gold content of the dollar changed from time to timet 
the ■■contmoditv valne" of the dollar, i.e., its purchasing pott er over com- 
,nodities, has also been quite unstable throughout history. Undmibte y, as 

tt hich has been » , pair of shoes in- 

:r rs::,.:".-: „f » quant,ty m other .nngs --U 

'liut tthcu the ptnehasing potver of the "1 

the gc,,eral level of prices chanBes-,t,s m,poss,ble» • 

relative value of 8'™’ ‘'^'of Ixplauation. Due to changes in mar- 

money price. 1 his calls f . „,,„i„,,ar commodities and services change 

l<ct conditions, the piiccs Js ‘ r-linno-c in the same direction 

f,.e,,nen„y. It .nn'y r Ji::i.: the ge,tera, price 

in the same period of nine , ■ • b ^ the 

level or in the value of money. hs, • . i^j,s in- 

,a.ue of .noney in -'-"-'-'’.'’’''"t:!: !f 

creased; wlieii all or most piiees use, . . , j xhe first case commonly 

.. ^nti services in gtip. q.at in Chapter . 

is calletl tlellation; the second, m lat,m. 

in connection with our study of :f the dollar, 

take account of changes in the puithas g 1 system such 

I he producrinn nf goods foi the 1 , b p,„e,„s to he made at 

as onrs Involves many I'”"*;;';;''* ,,„',e„ts,” and tltcy arise in 

some future date. f„„„s „f contniccs, 

many dilferent ways. I liey and wage agreements, 

snch as loans, leases, pinch.ises o satisltcd when tlicy can feel 

The imlivKluals or groups concerned aic hest 
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•easonably sure that they will receive (or pay) amounts of money m the 
mture which command the same quantity of goods and services as at t e 
:ime of the contract. There is a need, therefore, for a medium in which to 
nake payments whose value will not change over relatively long periods of 
:ime. In this functional sense a money system works well if people can 
lave dealings with one another, which call for future payments, in terms of 
iioney having a purchasing power (or value in exchange) that remains rea¬ 
sonably constant over periods of time. Unless people have some confidence 
that there will be such constancy, they become unwilling to make trans- 
ictions calling for deferred payments. Only if it shows such constancy can 
we say that a particular kind of money is a “good’ standard of value. 

As was suggested above, the actual hand-to-hand use of the precious 
metals, or the provision, as under the gold-standard system, that any given 
amount of money could always be “converted into” a specific quantity of 
gold, received wide acceptance at different times in history. The reason for 
this was that gold, of all commodities, tended best to satisfy this require¬ 
ment of a good money (constancy of purchasing power). It became a fairly 
widespread practice for obligations falling due at some future time to be 
expressed in terms of a certain amount of gold. But under our current laws 
affecting money these payments must be contracted in terms of “dollars” 
which have only an indirect relation to gold. For this reason both debtors 
and creditors are subject to great uncertainty if the value of the dollar 
varies rapidly and considerably. Any “managed” money system must have, 
as one of its aims, the maintenance of such a degree of stability in the value 
of money (that is, stability of the general level of prices) as will enable 
deferred payments to be contracted without the high degree of uncertainty 
which has often existed. 

MONEY AS A MEDIUM OF EXCHANGE 

The second function of money—that of acting as a medium of exchange 
—is performed by all those kinds of money which are accepted in a com¬ 
munity. The kinds of money which we use in the United States will be 
described below. It will be seen that they vary all the way from our sub¬ 
sidiary coins, the submultiples of the unit of account, to paper money (gov¬ 
ernment paper money and bank notes), and bank deposits against which 
checks may be drawn. As long as these things are acceptable in exchange 
for goods and services they are, in a functional sense, money. 

A direct exchange of goods for goods—i.e., barter—presupposes a simple 
kind of economic system. Indirect exchange-that is, the interposition of 
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money between goods sold and goods bought is the necessary corollary 
of a highly technical and highly specialized system of production. A good 
money system is one n hich facilitates these exchanges and does not itself 
act to hamper the processes of producing goods and services. This is an 
important consideration because any disturbance of prices and production 
caused by money makes for insecurity. Economic insecurity is, in very 
large part, the immediate result of those variations in business conditions 
and in the activity of the productive system which n'e call business cycles. 

As we saw in Chapter 9, monetary disturbances are connected with 
business-cycle movements both as cause and as effect. It is on these grounds 
that we may say that of all the qualities of a “good” monetary system, the 
quality of not acting to upset economic calculations is of primary impor¬ 
tance. This combination of positive and negative functions-of facilitating 
yet not disturbing the production and the exchange of goods and services- 
is not at all simple to accomplish. Indeed it appears that a perfect money 
system, in this sense, has never existed. At the same time we should not 
jump to the conclusion that monetary disturbances have always acted as 

the prime cause of economic difficulties. 

It is in connection will, the function of money as a medium of ex¬ 
change that we can best appreciate the importance of certain technical fea¬ 
tures of our money. It is necessary that tlie money be convenient to use 
and to handle and that it should be available in all those multiples and sub- 
multiples of the unit of account that are necessary “ ""‘‘VPV'™"'' ” 
any amount called for. It must lie readily distinguishable and 
counterfeit. Hut these are requirements which arc relatively easily satisfied 
as compared to the re(|uirements of having a stable value and of not acting 
to cause disturbances of production and exchange. 


MONEY AS A STORE OF VALUE 

The last function of money which was indicated ahovc-that of a store 
of vltis one in which n.onliry systems have failed -sp.cuou ^ 
her all sorts of reasons people desire to hold part of their claims to wealth 
in the form of money. These arc reasons having to do with ‘•onvem 
and with the advantages sometimes to be gained from '“'’"'B ‘ 

Z i form. Very oftem they are traceable to the fact 
th'e value of other forms of wealth (or claims "7“" 
there is a need for something in which value can be embodied, an 

will maintain that value without substantial 7 '’®'''.T'er'irold has long 
and also as between dilTerent places. As was indicated above, gold has long 
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been used as money because (along with other reasons having to do w ith 
its technical superiority over other precious metals) of its relatix e stal)ilit\- 
of value as compared to other commodities. Nonetheless, it has functioned 
badly (for reasons perhaps not wholly its ow n) as the l)asis rjf mone\- used 
by people to “store” value. An inspection of the price history of the L'nited 
States will show that the value of our money has changed h(jth ra[udl\' and 
considerably. The fall in the purchasing power of the- dollar since 19:19 is 
but the latest of a long series of fluctuations. By this test, it cannot be said 
that we have as yet established a “good” money system, ^'et the American 
dollar has proved a remarkably stable unit as compared w ith the German 
mark after World War I or the Chinese dollar after \V(arId Wav 11 . 


A desirable quality in any store of value is that it should be "hdjuid,'' 
i.e., that it consist of money or of other things readih' con\ertible without 
loss into money. Thus dollars are our most liquid form of asset. Suppose, 
for example, that a person pos.sesses wealth in the form of securities, or real 


estate, or some other nonmonetary property, and that he decides that the 
risks involved in having his w'ealth tied up in this or in any other non¬ 
monetary form areaoo great. He may then decide to sell this asset and to 
keep the proceeds realized from its sale in the form of a bank balance. The 
point of such a transaction is simply that it puts one in a position to take 
immediate advantage of any opportunity for investment that seems at¬ 
tractive. Furthermore, one does not stand the risk of loss involved should 
the prices of nonmonetary assets decline. 


To be sure, the person holding the cash balance does take a real risk— 
the risk of having prices rise sharply and thus reduce the purchasiiifr power 
of his money fund. However, when such transfers of nonmonetary assets 
into cash are widespread it is not likely that prices will tend to rise. On the 
contrary, they are likely to fall, particularly the prices of the assets that 
people are anxious to sell. Clearly, if everyone attempted to "store” his 
wealth in this way, the whole economic system would be demoralized. Thus 
the search for “liquidity” and attendant financial security, if pursued ^•io•or- 
ously and widely enough, can produce significant economic disturbances 
Such a fear that nonmonetary assets may fall in price, or become difficult 
to market, is a feature common to periods of deflation. During the Great 
epression of the 1930’s the preference-on the part of businessmen and 

marked"' became very 

But the shoe is sometimes on the other foot. When prices are risina and 
business is profitable, people may come more and more to prefer illlauid 
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assets, may become less and less inclined to store their wealth in money 
form. Characteristic of conditions after both World Wars, this also is a 
source and si^jn of instabiliw arid an obstacle to business calculation. Just 
as deflation breeds a growing lack of confidence in the future prices of 
nonmonetary assets, so inflation leads to distrust of the future purchasing 
po^^'er of the monetary unit itself. 

Thus it can be seen that one of the objectives of economic control in 
general, and monetary control in particular, must be a general stabilization 
of values. If this were actually realized there would, of course, be little rea¬ 
son for people to seek at some times to store as much of their wealth as 
possible in the form of money, and to become at other times less and less 
willing to hold money balances. 


TYPES OF MONEY IN THE UNITED STATES 

In order to insure that certain kinds of money will be accepted by its 
people, a government may employ the device of making those kinds of 
money “legal tender.” Legal-tender money is money which, under the com¬ 
pulsion of law, must be accepted at its face value by creditors in settlement 
of any debt, public or private. The act of legal tender is the offer by a 
debtor to his creditor of legal-tender money m payment of his debt, ihe 
method of forcing the circulation of a particular kind of money by making 
it legal tender is employed by governments when they issue fiat (or incon¬ 
vertible paper) money. The best example of this practice in our own his¬ 
tory is the case of United States notes, or “greenbacks,” issued dining tie 
Civil War. At first they were not convertible into standard money but car¬ 
ried simply the government’s vague promise to pay. By virtue of being legal- 

tender money, they were forced into circulation. , xt \ A 

Prior to June 1933 only certain kinds of money ussued by the United 

States government were legal-tender money. Gold coins and gold certifi¬ 
cates were legal tender for all forms of debt and in unlimited amounts. 
Silver dollars also had unlimited legal-tender power unless otherwise ex¬ 
pressly stipulated liy contract (as in the case of a “gold bond p 

videddiat interest a^id principal of the bond would be paid in gold). United 

tcKlcr fo.- .11 purpose* except th 

r of nttrest on tlte pul.lic ckl.t. Suhsi.li.ry silver coins (ten-cent, 
payment of mtcic-t 1 ^ 

iCtiircoins jnicUels and cents) were legal tender for amounts 
cents, smee jnne „„ .l, 10,.,,. m m„ney issued liy the 
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lited States Treasury, bv the Federal Reserve Banks, and by national 
iks have had legal-tender status. 

The Gold Standard Act of 1900 instructed the Secretary of the Treas- 

■ to keep all kinds of inone\' issued bv the United States government at 
w ith <jold. In practice the onl\- method by w hich this can be accom- 

hed is tltrough the redemption of all t\ pes of money in gold on demand. 

■ man\' years no serious problem concerning the convertibility of any 
e of mone\' into gold arose. In .March 19^?, under rite pressure brought 
ut b\- the banking crisis, and acting under extraordinary authority con¬ 
ed on him b\' Congress, President Roose\elt suspended the redemption 
eurrenc\' in <jold. At the same time he ordered that all monetary oold 
i by any corporation or person in this country be surrendered to the 
eral Reserv e Banks. Since that time, therefore, the money of this coun- 
has not l)ccn convertible into gold for internal use, although gold may 
be obtained under specified conditions from the Federal Reserve Banks 
means of making payments in foreign countries. This fact being kept in 
d. the lullowing classih'cation of currency, based upon the pre-1933 
amiption of convertibility into gold, will serve to indicate the kinds of 
lev which do, or did, circulate in the United States.' The status of 

ley, w ith regard to w hat gives it value, since 1933 " iH be described later 
hc chapter. 


MoiU’} issued by the United States, cold coins, now' out of circulation 
no longer coined, were minted in $5, Sio, and $20 pieces. Each dollar 
gold com consisted (prior to 1933 when they still w^ere being coined) 
s.fs grains nf gold, nine-tenths fine. 


(.01,1) ci Kin ic.MKs, now out of circulation, are held exclusively by Fed- 
Reserve Banks in lieu of their former gold reserves. Each gold certifi- 
represents a definite quantity of gold coin which is held in the United 
-■s Freasury for its redemption. First issued during the Ci^il War, gold 
hcates are issued in denominations ranging from $10 to $10,000. 

SM-VI K DOLLAKS are a survival from the days of bimetallism in the United 
s. lave never been directly redeemable in gold, but were made indi- 
> so re eemable by the Gold Standard Act of 1900. One silver dollar 
ams 412.5 grains of silver, nine-tenths fine. 


onr.ntAixs arc similar to gold certificates in that they are rep- 
itatne moncc. They represent silver dollars held in the United Stath 
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Treasury for their redemption. These certificates are issued in denomina¬ 
tions of Si to S 1,000. After Federal Reserve notes (see below), silver cer¬ 
tificates are today the most important single element in the currency, about 
$2,000,000,000 worth being in circulation on June 30, 1947. 

UNITED STATES NOTES (“greenbacks”) were originally fiat (inconvertible 
paper) money issued by the federal government to aid in the financing of 
the Civil War, and w'ere later made convertible into gold. The amount of 
these notes in circulation ($320,000,000 on June 30, 1947) has not varied 
greatly for many years. They are issued in denominations of $i to $10. 

SUBSIDIARY siLtER AND TOKEN COINS: Half-dollars, quarters, and dimes 
are coined from silver bought by the Treasury for this purpose; are less 
than proportional to silver dollars in “weight. Nickels and cents aie coined 
from baser metals bought by the Treasury for that purpose. 

Aiovey issued by banks. federal reserve notes are issued by the Fed¬ 
eral Reserve Banks and are liabilities of these banks, although they are guar¬ 
anteed by-and hence finally are liabilities of-the federal government. Were 
redeemable in gold prior to 1933. Were then secured by a reserve of 100 
per cent in gold and commercial paper, of which total reserve gold, under 
ordinary circumstances, constituted at least 40 per cent. Ihe Federal Re¬ 
serve Act authorized the gold backing of these notes to be reduced in emei- 
gencics. Are issued in denominations ranging from I5 to $10,000. Federal 
Reserve notes constitute by far the largest single element in the currency, 
there being almost $24,000,000,000 worth of them in circulation on June 30, 
1947, compared with a total of $3,000,000,000 for all other types of notes. 


and slightly more than $1,000,000,000 in coin. 

m:di RAE Ri:si.RVE. BANK NOTES wctc authorized by the Federal Reserve 
Act as a means of retiring outstanding national bank notes (see below). 
Idle original act provided that they, like national bank notes, be secured by 
United States bonds which carry the “circulation privilege.” The replace¬ 
ment of national bank notes proved unpopular with the national banks, and 
the Federal Reserve bank notes which had been issued were almost com¬ 


pletely retired. 

NATIONAI, BANK NOTES are issucd by national banks, and are secured by 
United States boiuls owned by the banks. I he bonds which secuie tiese 
notes have been endowed with the “circulation privilege” (i.e., specifically 
authorized for use as .security for national bank notes) by act of Congress. 
Only a limited amount of the.se bonds are now outstanding, and this sets 
a limit to the amount of national bank notes which can be issued. Arc issued 
in denominations ranging from |i to $.,000, with $106,000,000 outstanding 


on June 30, 1947. 
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CREDIT MONEY 

The end of money is in its command over goods and services; the be¬ 
ginning of most of it is in credit. Let us consider one or two specific cases. 
In the list of types of money given above, United States notes, or green¬ 
backs, are described. These notes were issued during the Civil War when 
the credit standing of the United States government was low. People would 
not voluntarily risk their funds by lending them to the government (and 
sufficient taxes could not be collected). But the government had to manage 
somehow to meet its expenses. Otherwise it could not prosecute the war- 
or perhaps even continue in existence. Hence it adopted a method of forcing 
Its credit upon the people by issuing large quantities of its own promises to 
pay, in the form of greenbacks, making them legal-tender money and com¬ 
pelling their acceptance by persons or business concerns in payment of debt. 

A more common type of credit money today consists of Federal Re¬ 
serve notes. Each Federal Reserve note is a promise of the Federal Reserve 
Bank which issued it to pay to the bearer a stated number of dollars on 
demand. The issuance of Federal Reserve notes will be described in detail 
in Chapter 20. Silver certificates, of which a large number are in circula¬ 
tion, entitle their holder to a specific quantity of silver which is held by the 
Treasury for their redemption. But the amount of silver held for the re¬ 
demption of each dollar (412.5 grains, nine-tenths fine) sells for consider¬ 
ably less than a dollar on the market today. Thus even silver dollars and 
t eir representative, silver certificates, are credit money. Since gold coins 
and gold certificates are not permitted to circulate, all forms of currency 

isted above represent, at the present time, the credit either of the federal 
government or of the banks. 

rhe ''Ir “""“y abandonment of 

Ae unqnah/ied gold standard is due. not to its ready convernbil.ty into a 

g en amount of gold or other precious metal, but rather to the Lt that 

peop e wi accept it readily in exchange for goods and services This illus 

rates an imponant characteristic of any money: its value depends upon the 

ingness of people to accept it in exchange for other things Jc] th • 

wilhngness depends in turn upon their expeaation that they will be abT 

to buy with it fairly certain quantities of the things that r/cv w nr 

convertibility of money into a specific quantitv o/nold u 

only if it causes money to be more readily a A , w '1*“ important 
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THE FORMS AND USES OF CREDIT 


Bank liabilities and bank assets. An even more important form of credit 
money consists of bank deposits. A bank deposit is a liability owed by a 
bank to its customers. If the deposit is a checking account, it is called a 
demand deposit (being payable on demand). In that case the customer can 
draw checks on the bank, and the transfer of a deposit by check represents 
a convenient way of making payments. A time deposit also is a very liquid 
asset, although here the bank can insist on receiving notice (up to 30 days) 
before the customer uses his funds. That demand deposits of the commer¬ 
cial banks are quantitatively the most important form of money is evidenced 
by the commonly accepted estimate that 90 per cent of the total volume of 
payments made in the United States is made with checks. 

The assets of a bank are the obverse of its liabilities; they represent 
credit in a different sense. Some of these assets necessarily consist of cash. 
But the bank will also have assets in the form of debts owed to it; it will 
have lent money to its customers for business and other purposes, and to 
governmental units and corporations by purchasing their bonds or other 


obligations. 

Thus banking involves borrowing from one set of people and lending 
to another set of people (although, as will be shown in the next chapter, 
lianks do not simply lend the money that they borrow). \^henever borrow¬ 
ing or lending occurs, we may speak of a “credit transaction. 

The pervasiveness of credit. A great many transactions involve pay¬ 
ment in money at some later time. Credit transactions take place over a 
wide range of our economic afl'airs-all the way from the purchase of 
groceries which arc not paid for until the end of the month, to the issuance 
of bonds by a Inisiness concern or a governmental body. Most dealings in¬ 
volve credit in some way or other. Thus the wage earner who does not get 
paid for his work until the end of the week is, in effect, extending credit to 
his employer. All such transactions imply on the part of the creditor a con¬ 
fidence in the willingness and the ability of the debtoi to make payment 
when the time stipulated for payment arrives. Credit is not, therefore, 
merely a substitute for money. In so far as credit is used for the purchase 
„f commodities or services, it is money, and it has the same effect on ne 
demand for, and the supply of, goods and services as that exercised by the 

several types of money listed earlier in this chapter. 

Types of credit. Credit performs functions, and to understand it re- 
.,„ircs nn uncicmnn.ling of its function.. What the British ccononnst, Mr. 
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Hawtrey, has said of money may equally well be said of credit; it “is one of 
those concepts which, like a teaspoon or an umbrella, but unlike an earth¬ 
quake or a buttercup, are definable primarily by the use or purpose which 
they serve.” The uses and purposes served by credit can best be approached 
by an analysis of the principal kinds of credit. Credit is: 

As to duration of loan: 

(i) short-term; (2) long-term; (3) intermediate. 

As to purpose served by loan: 

(i) commercial; (2) investment; (3) consumption. 

As to type of borrower: 

(i) public (a government); (2) private (a person or corporation). 


CLASSIFICATIONS OF CREDIT 

In classifying credit according to duration, there is no clear demarca¬ 
tion between short-term and intermediate, and between intermediate and 
long-term. It is a convention among bankers to regard short-term credit 
as that which runs from a few days to about three months, intermediate 
credit as that which runs for from about six months to about two years, 
and long-tenn credit as that which runs for about five years or longer. There 
are shadowy areas beUveen these types in which it is difficult to say whether 
a particular extension of credit belongs to one type or another. Usually, 
however, the purpose for which the loan is used indicates its duration. Thus 
credit which is used to build a public highway, or to buy a farm, or to in¬ 
stall machinery in a factory, ordinarily is long-term credit. A highway or 
a ffirm or an installed machine has very little quality of “liquidity”; such a 
thing IS valuable basically because of its long-time productive usefulness. ' 
Presumably it 'will be used productively for a long time. 

Short-term credit, in its turn, is typified by the credit which a mer¬ 
chant may use when he buys a bill of goods. If he is a successful merchant 
presumably he will be able-say in ninety days-to realize enough cash from 

sale of the stock which he has on hand to meet his obligation. Unless it 

will be neither a successful merchant nor able to get credit-which 

ty of the thing which is bought with credit, the shorter, generally sneak 
mg, the duration of the credit will be. ^ ^ ^ ^ 

Credit may also be classified by the use to whiVli • r- 

‘f—V"' —^ ^«"z 

sold. The example given above of a merchant who uses his credh 
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to buy a bill of goods is a case of commercial credit. Such credit transac¬ 
tions are “self-liquidating” to a greater or less degree, in the sense that the 
things A\ hich are bought will tend to be sold and thus to furnish the cash 
necessary for the final extinction of the credit. Investment credit is exempli¬ 
fied by the use of credit to build a factory. In this case the thing which 
is bought is not “self-liquidating.” It is expected, however, that it will dur¬ 
ing the period of its productive operation yield an income sufficient to pay 
interest on the indebtedness and, finally, to pay the principal of the in¬ 
debtedness. It is only because there is a prospect of this much (or more) re¬ 
turn from the investment that the borrower seeks to secure the credit or 
that the lender takes the risk of extending it. Consumption credit is granted 
to enable a consumer to pay for an automobile or a washing machine “out 
of income.” Generally it is repayable in definite installments over a fairly 
brief period of time. 

The final classification-as to type of borrower-is that between public 
borrowers and private borrowers. The public credit is used W'henever the 
government of the nation, a state, or a local political unit borrows. The se¬ 
curity for such a loan consists of all the resources (including the taxing 
power) of the governmental body concerned. In the case of funds which 
are used for such purposes as building roads or waging war, the govern¬ 
mental body ordinarily issues and sells long-term bonds. To protect its credit 
it is necessary, in such cases, that the government secure enough ordinary 
revenues (c.g., from taxes or assessments) to piay interest on the debt and 
to build up a sinking fund with which the debt ultimately will be retired. 
Governmental bodies also arc users of short-term credit when they secure 
Joans to meet their ordinary operating expenses, and pay back the loans 
Trom their first available ordinary revenues. Through short-term loans the 
government is able to meet expenses as tliey arise instead of having to wait 
until the necessary revenues actually have been received. The ciedit ex¬ 
tended to private borrowers has been sufficiently described in eailiei paits 

of this chapter. 

From what has been said it should be clear that the classes of ciedit 
which arc described here overlap each other at many points. Thus, either 
public or private credit may be short-term, intermediate, or long-term, and 
may also be used for commercial or for investment purposes (although rela¬ 
tively little public credit is used for commercial purposes), hinally, con¬ 
cerning all of these types of credit, it is apparent that the prospcctivencss 
of the means of making final payment is of basic importance. Sometimes 
the reoutation of the borrower as a person of integrity and ability may 
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Dne be sufficient assurance to the creditor that a debt will be jxiitl w hen 
le. To the borrower such a reputation is an important business asset. (Jr- 
narily, however, a lender will desire tangible ev idence that a tlebr c;m and 
ill be paid when it is due. In the case of self-liqiiidarinn- commercial loans, 
e proceeds from the sale of goods furnishes assurance, in the case of in- 
stment credit, a mortgage on productive properrv ma\- secure the cred- 
•r against loss. 

The remainder of this chapter will discuss bank crealit because it is the 
rm of credit most intimately connected with the supply (jf mone\-. 


NK CREDIT 

The ability of bankers to extend credit rests on a \-cry simple primarv 
idition. When a borrower secures credit from a bank, the bank docs 
t simply hand him money in return for his note; it gives him instead a 
)osit in the bank. Thus banks, through their extensions of credit, alu a\ s 
Tt liabilities in the form of deposits in excess of the amount of cash w hich 
y have on hand to meet the demands of their depositors. If all deposi- 
s of a bank were to try to withdraw their balances at the same rime it 
^ery unlikely that the bank would be able to pay all of them in cash, 
n if the bank’s total assets were considerably in excess of its deposit lia- 
ties. The banking crisis of 1933, d^n'ing v hich a great man\- depositors 
a large number of different banks all demanded Vayment’at the same 
e, illustrates the weakness of the banking structure as a w hole in the 
^ of a widespread lack of confidence. 

With a well-organized system of banking, Itotvever, there is vc. v little 
ihood that all of the depositors of a bank will deniaml paviiicnt'at the 
e time. Banks, like insurance companies, base their operations on the 

° or probability. Under ordinan- conditions 

Iters have almost complete certainty that the amount of cash' tt ithdratt ,1s 
period of time will not be substantially greater than the amount of cash 
ys. There are a few definite periods in t, hich cash deposits and cash 
ryals do not normally balance each other. Thus, cspeciallv in cities 
y nday cash withdrawals tend to e.xceed cash deposits; evert- .\lon' 
e opposite tends to be true. Just before Christmas more cash is with 
™ than deposited; just after Christmas more is deposited than witlk 

n ‘.7 '“S" "'ithdrawals of cash occur at cron 

ng periods. All of these special conditions are tvell known howeve^r 
bankers can provide for them by planning in advance. ' ’ 
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THE COMMERCIAL BANK AS DEBTOR AND CREDITOR 


A peculiarity of the commercial bank as a financial institution is that 
most of its liabilities are in the form of customers’ accounts against tvhich 
checks may be drawn. This characteristic distinguishes commercial banks 
from sa\’in<TS banks, investment banks, and other banking agencies whose 
customers are not ordinarily in a position to transfer their accounts by 
check. Our special concern here will be with covnnerchil banks due to this 
peculiarity, i.e., that a commercial bank’s customers can u’rite checks against 
their deposits, and that such deposits consequently fulfill the same func¬ 
tions as do other kinds of money. Checking accounts are in fact by far the 
most important kind of money, for tlte public possesses about thiee times 
as much money in the form of demand deposits as it does in the foim of 
currency. 

To see how commercial banks operate we can best constiuct a highly 
simplified example. Let us decide to open a new bank with a subscribed 
capital of $100,000, which sum wc use for the purchase of a banking house 
and equipment. For convenience of illustration we will suppose that the 
community to be served by our bank did not previously have banking- 
facilities. As soon as our bank opens for business, u e will suppose that cus¬ 
tomers deposit $200,000 in cash—receiving, of couisc, checking accounts in 
return. At this point our hank’s balance sheet w'lll look like this: 


ASSETS 

Banking house and equipment 
Cash 

Total 


$ 100,000 

200,000 

$300,000 


LIABILITIES 

Capital owed to stockholders 
Customers’ deposits 

Total 


$ 100,000 

200,000 

$300,000 


Such a bank might be called a “checkroom” bank, for it has m iti 
vaults fully as much cash as it owes to its customers. Like the ordinar) 
checkroom, the tickets which it has issued correspond exactly to the prop 
ertv on hand, and their simultaneous presentation could cause no embarrass 
ment. Some of the early Ituropean bank.s, such as the hank of Amsterdam 
were conducted on this principle, i.e., the maintenance of a cash resciv^ 
eiiiial to ioo per cent of the deposit liabilities. However the absence o 
earning assets makes a checkroom bank relatively vinprofitable, and m 
..orlern bank would maintain so high a degree of liquidity. 
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Quite early in the history of banking, in fact, it became obvious rliat 
Jpositors would not ordinarily demand cash all at tiie same rime. It was 
ain that the demand for cash could be predicted in advance, and that an 
nount of cash considerably less than loo per cent of deposits w as all that 
:ed be kept in the vaults. Some portion of the cash originally deposited 
ight therefore be lent out or used to purchase bonds or other securities 
•referably short-term). In accordance wdth this principle, let us have our 
nk lend out half its cash at short term to customers. The balance sheet 
en might look like this: 


ASSETS 

Banking house and equipment $100,000 

100,000 

Loans to customers ]00 000 

Total $300,000 

LIABILITIES 

Capital owed to stockholders $100,000 

Customers’ deposits 200 000 


$300,000 


But m fact the above is verj^ unlikely to be the result of the lendinv 
:raoon, and especially unlikely if there is only one bank in the coniiuut 
.t. or the customers who borrowed would have no particular desire to 
am cash. In fact, they would probably prefer the convenience of a 
c mg account, and-,f we insisted on lending them bills and coin-u ould 
oediately redeposit most of such cash. Nowadays the loan of cash and 
subsequent deposit are normally telescoped into a single transaction 
meby the borrower receives the right to draw a check, i.e„ he receives 
eshly created deposit, in return for his note or other evidence of indebt 

m after it has lent f,oo,ooo s th re 

more likely to look like this: ’ 


ASSETS 


Banking house and equipment 
Cosh 

$100,000 

Loans to customers 

200,000 

100,000 

Total 

$400,000 

liabilities 

Capital owed to stockholders 

$100,000 

300,000 

Customers’ deposits 

Total 

$400,000 
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As a result of its lending, the bank’s “cash ratio” (ratio of cash to de¬ 
posits) has fallen from loo per cent to 66 % per cent. Experience may quite 
possibly shot\- that not as much as |2oo,ooo is needed in vault to meet the 
day-to-day demands for cash by customers who possess S 300,000 of de¬ 
posits. Or, to turn the statement around, $200,000 cash may be found suffi¬ 
cient to support more than $300,000 of deposits. Assuming this to be the 
case, let us suppose that the management of our bank has satisfied the bor¬ 
row ing proclivities of its customers for the time being. In the search for 
additional earning assets the next step might be to acquire the short-term 
obligations of the federal government or of other governmental units, or 
possibly of some large corporation. Let us suppose our bank now purchases 
$100,000 short-term securities in the open market. It pays for the securities 
by placing a freshly created deposit (or deposits) of $100,000 to the credit 
of the sellers. The balance sheet A\ill then read as follows: 


ASSETS 


Banking house and equipment 

$100,000 

Cash 

200,000 

Loans to customers 

100,000 

Marketable securities 

100,000 

Total 

$500,000 

LIABILITIES 

Capital owed to stockholders 

$100,000 

Customers’ deposits 

400,000 

Total 

$500,000 


The $200,000 cash in vault now supports $400,000 of deposits, tlv 
cash ratio has fallen to 50 per cent. The bank now has $200,000 invested n 
earning assets which may be supposed to provide it with a comfortabl 

income out of which to meet expenses. 

I lew nuicl, further c»u uur bniilr safely go in acquiring earning assets- 
in “creating crcilit"? rite answer is complex ami has varied from on 
period of banffing history to another. I'or the bank wc have envisagec ( 
sinule liank in an isolated community) the answer depends upon the conf 
dence of our customers and the degree m which they need cash for malcin 
small payments of a hind not conunonly made hy check 
exantple we have assntned that the creation of ad, it.o.y deposits d d n 
result iti the withdrawal of any cash fn.tn the vaults of the bank tnm e 
elation atnong nie.nhcrs of the public. Hut in fact, even ,f (as n n 
assume) the ileclinc in the ha,ill’s cash ratio causes no nne»,ness 
minds of ilepositors, the expansion of deposits will lead to additional spei. 
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ing, and some of the additional spending will be made by cash and tioc be 
check. Some cash will therefore be withdrawn into circulation as the lemi- 
ing progresses. The cash ratio will tend to shrink at both ends w lien such 
a hank lends more: as the denominator (deposits) increases, tlie numerator 
(cash in vault) will diminish. If our bank did the amount of lendin*^ indi¬ 
cated above, its cash ratio would probably settle at a level somew hat below 
50 per cent. 


RELATIONS BETWEEN BANKS 

The above illustration explains the relations of assets and iialiilities oi 
a single bank in an isolated community. Since banks actually do not operate 
m such isolation, it is necessary to carry the analysis a step further. Let us 
suppose that there are several banks in the same communitv. and that peoide 
in this community are doing business with people in other communities 
where other banks are situated. It is immediatelv apparent that checks 
drawn against a particular bank will be deposited in other banks At the 
same time, in the case of each bank, such withdrawals will be offset to a 
greater or less extent by the deposit of checks drawn ac-ainst other banks 
The balancing of withdrawals with deposits is facilitated Iw the sx stem 

of th ‘^^‘'*hngs w ith each other.’A lost 

of the checks which are dravm against a particular bank probabff^ will be 

cashed at, or deposited in, banks other than the one against which theN' are 
draw In the process of banking operation, however: it normallv happens 
at the claims held by banks against each other tend to cancel Thus 
k A has claims m the form of checks against Bank B, but Bank B also 
as claims of a similar sort against Bank A. The banks simply off'set these 
aims y.h,eh they hold against each other, and settle balances w"ch "e 

procesrof “cf . 7 , involved. This 

process of ^ clearing, especially between banks situated in different local 

ties, IS carried on through the Federal Reserve System. 

Even with a system of clearing, however there m-p 

placed on each individual bank by the fact that so a 

again, i. win be deposited in oCUZ. ul 

netofT'^ banki’nTbrsr 

ness of the community ,s equally divided amonq the ten bmhs r 7 " 
pose, also, that the amount of credit extended hvL i. T ^A ^ ''“P' 

remains constant, but that the tenth bank is LietinlT' 
loans. As its loans increase, its deposits also inerre 1 re 
the amounts of the new and addLnal loans 
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of the borrowers. But the increase in the amount of this bank’s deposits will 
result, as a rule, in an increase in the volume of checks drawn against the 
bank. According to our assumption, about 90 per cent of the amount of 
these additional checks will be deposited in the other nine banks of the 
community. Since nothing has occurred to cause a proportional inciease 
in the volume of checks drawn against these other banks, the bank extend- 
inc^ the additional credit will suffer an increase of withdrawals without a 
corresponding increase of deposits. It should be clear, how evei, that if all 
of the banks were increasing their loans at about the same rate, no such 
result would follow. Thus, the amount of lending a particular bank can 
do is influenced by the aggregate amount of lending done by all the banks 
together. 

Today control over the lending policies of commercial banks as a 
group is exercised by the Board of Governors of the Federal Reserve 
System, to be described below. All members of the system (and nearly all 
commercial banks are members) are required to keep stated amounts of 
reserve (i.e., claims to cash, with which to meet the demands for cash of 
their depositors) on deposit with the Federal Reserve Banks instead of in 

their own vaults. 


LOANS BY COMMERCIAL BANKS 

To an increasing extent in recent years bank assets have come to con¬ 
sist of marketable securities, and especially of short-term government bonds. 
The significance of this development will be discussed in Chapter 21. is- 
torically, however, the traditional function of bank lending has been to 
accommodate not the Federal Treasury but the commercial borrower 

The loans extended by commercial banks are of several kinds. A bank 
may make loans against the following kinds of credit instrument:^ (i) 
“single-name” promissory notes of persons or corporations- (2) two- 
name” paper-i.e., notes which arc endorsed and drafts which have been 
“accepted” (acceptances will be explained below); (3) promissory notes 
secured by stocks or bonds which are held by the hank as co lateral ( col¬ 
lateral” security means valuable property-usually stocks or 
is specinclly pledged - acuity foe a loan; i.c., ™ 

pay, Ihe “collateral” will be sold by the bank to satisfy the debt); (4) d » < 
secured by bills of lading (since a bill of lading is a receipt 01 goo s t 
have been shipped, and since the consignee cannot get ^ 

the bill of lading, this provides definite security to the bank that the loan 
will'« (i) P.-‘niissoty notes or drafts secured by warehouse re- 
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:ipts (a warehouse receipt provides security for a loan in tlic same immner 
a bill of lading); (6) real-estate mortgages, sttjcks, bonds, etc. (uhicli 
ttially are investments rather than commercial loans). 

Commercial credit. The credit extended l)y commercial banks tiadi- 
mally arises out of commercial transactions (although, as w ill be explained 
;low, this tradition has come to be more honcjred in the breach than in 
e observance). In such cases it is said that the banks ‘'finance'' the trans.ic- 
)ns. In its simplest form such financing is illustrated by a farmej- whu 
irrows on his personal note from the kjcal l)ank in order to meet the 
penses of harvesting and threshing his wheat crop, lie then sells the 
leat and repays the bank from the proceeds of the sale. The commercial 
nsaction, in this case, was completed when the farmer sold his wheat. 


J iv M L IJ J 1 ‘ 


le bank made it possible for him to complete the transaction I 
n the funds. For our present purposes, howewer, it will be helpful ro 
imine a case in wTich commercial bank credit arises out of a s,.mew hat 
ire involved commercial transaction. In this case a bank ‘-finances " a 
nsaction betw'een a buyer and a seller who are w idcl\- sepai ated. 

The trade acceptance. Let us suppose that a w holcsale merchant in Sr. 
ms buys a bill of goods from a manufacturer in New ^•ork on ninct\- 
credit. The^New York manufacturer docs not have sufficient xsorkin'o 
iital to “carry” this credit transaction himself for ninetv da\ s. Me knows; 
yever, that the Corn Exchange Bank (which we will assume to be the 
ik w'lth which the manufacturer regularly docs business) w ill "discount" 

1 of exchange draw'n by him against the buyer of the goods. Me rherc- 

2 ships the merchandise to the wholesaler in St. Louis.^^T ill assume 
: t e value of the goods (on the terms given when the purchaser rccei\-cs 
Jty days credit instead of paying cash) is Sio,ooo. When the manufac- 
•r s ips t e goods, he draw's a bill of exchange calling upon the St Louis 

V vtk r"^ in 

V lork $10,000. 

t?T of 'i- goods) in St. Louis h.s 

epted by signing h.s name across the face of the bill tlic 

er ,n New York can •‘discount- it with the Corn Exchange Bank , 

) 4 per cent per annum. That is, the bank credits the account of 'the 
of the goods with the amount of Sio.ooo less 4 per cent per annum for 
y ays, a net credit of $9,900. Ninety davs hence the drau ee in St 
s will be required to pay the face value of the bill ($,oo t '1 
1 Exchange Bank. In this manner the bill is from the vV ' 
which discounts it, “self-liquidating ” A bill d ' '' 

■ni b,i. b..ir ■ ... 
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The Iwik iicccptiiiu'c. A bill can be discounted only if the drawee (or 
sonic subsc(]uent endorser) is sudicientlv known. In case the buyer of the 
yoods. in Sr. l.ouis, is not well cnou'^h known in New York for bills drawn 
upon him to find a read\' market, he may persuade his St. Louis bank to act 
as draw ee in his stead. In that case he w ill ask the New York manufacturer 
to thaw a bill on the St. Louis bank; the bank will accept the bill, and will 
look to its customer—the St. L.ouis merchant—to furnish the funds when the 
bill falls line. I'he St. Louis bank of course charges a commission, but the 
bill is now a “bank acceptance," and can probably be sold, or discounted, 
at a somewhat lower rate of interest than could a trade acceptance. It 
should be noted that the liability assumed by the accepting bank is a purely 
contingent one; it e\|Hcts its customer, iti whose ititercst the acceptance 
was made, to |n-o\ ide the funds for paving it when it is due. It also should 


be observed that the actual advatice of funds is not made by the accepting 
batik, but by the bank, corporation, or person who hi/ys (i.e., discounts) 
the accepted bill. If the bill (drawn on the St. Louis bank) is discounted, 
as in the previous case, by the (,orti I xchange Hank iti New \ork, the 
funds arc of course furnisheil by the latter institutioti. 

Current status of the hill of exebiUij^e. L'or arratiging the tnovetnent of 
futids frotn one part of the L'niteil States to atiother, aiul simultaneously 
creating a negotiable instrument, the bill of exchange was a favoiite device 
(luring the eighteenth and much of the nineteenth century. In lorcign trade, 
wlicre an exporter in another country would draw a bill of exchange on 
some American inijiorter (trade acceptance) or the latters bank (bank 
acceptance) for discount in New York, the bill of exchange .still plays a 
fairly important role. Indeed, as we shall sec, the foundcis of the 1‘cdcial 
Reserve System considered commercial paper, i.e., bills of exthange, the 
ideal form of credit and urged expanded use of this type of instrument. 
Yet banks tiow make commercial loans almost entirely on the signatuic of 
the borrower alone (though collateral may be needed), and payments arc 
made in distant cities by bank check rather than by bill. I'.ven iit foicign 
trade, loans arc now made directly to participants in transactions, and set¬ 
tlements arc commonlv tnadc by telegraphic tran.sfcr. The impoiranee of 
the bill of exchange, <)ncc the principal instrument of cotiimcrcC, now lies 
chiefly in the impress it has left on banking institutiotis and the laws under 

which they operate. 


CHAPTER TWENTY 


Commercial banks and the 
Federal Reserve System 


THE ACCOUNTS OF A COMMERCIAL BANK 

Tlie sulisraricc of n Iwpik consists ,,f cinims |,k li |.,, , 

against It .ind iimnctarv tlaniis «l,iih it l,.,s x 

nbligatinns t„ pat' niiincv t,, pc,pi, liniis d,nu,ui ,,1,,,, ,,1,1, ,,t„ 
aic Its cicmami deposits). .\t anv nio,licit ilia, i, idiK il,,,, . 

tions It becomes legally insolvent. Mius it is the pnm.ns sesponsiialaSS, 
Lank to be jatepai-ed at all times to meet the skin.inds nb,eh In,, 1. iSl! 
upon It To do tbis It has a sum of cash „„ hand and also holds :,bie.ai;,,'„s 
of people and hnns to pay money to it. I hese nbliea.ions of oiIk i s to ,,,t 
money to it constitute the largest part of a hanky' assets. ' h, „id,t.o, 

Imilding or buildings and banking furniture and bstures „ hieh u-■ 
course, of some value and so constitute assets It „ , i ' 
ceding- chapter hosv cash withdrauals from ,'|,-tnl R' ."’t'' I'm- 

m be appro.v-imateK- balanced by cash h:dsitt t; hV"''" ""’t 

m ai^lyze the particular forms of the liablhnet and asser.da'd:,;-'"""'' 

1 he balance sheet ot the Alanufacturcrs 'IVn.r m 
on the follotving- page, ,.epay care:',d htud:. ,t i:d'';::r;dtI' 

li-d, ‘‘cash and dne fton. iLl::t 

^VJth other banks, too-cther m irb im n, r i ■ ' ^ ^ '‘Udts. klcp,,,Mrs 

^erve Bank of New vb-k (which n'oiidushihrimv bde 

mserves against deposit liabilities). .More than half th - b, ‘"'’""od 

consist of United States u'oyernmenr s, ■ ■ ■ nk s saining assets 

of loans, bills, and accepbnees. A,,:,:::;::;:;:: 

vestment in the stock of the Federal Resen-e Bank 'of'x:V’;':::k:''Vid 
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stock (iM nci sliip i c.^ulrs from membership by the Manufacturers Trust 
Company in the Federal Rcser\-e Sx'stcm. Fvert' member Irank is required to 
subscribe for stock in the Reserve Bank of its district to an amount equal 
to 6 per cent of its capital and surplus, half of v hich must Ite paid up. 

Since the Manufacturers Trust Companv is a Itank and its customers 
are depositors, by Ru‘ the largest liabilitt' consists of deposits. Two small 

MANUFACTURERS TRUST COMPANY 

NFW YORK 


STATEMENT OF CONDITION 

(at close of business December 31, 1947) 


ASSETS 


Cash and due from banks 
U.S. government securities 
U.S. government insured 
F.H.A. mortgages 
State and municipal bonds 
Stock of Federal Reserve 
Bank 

Other securities 
Loons, bills purchased and 
bankers' acceptances 
Mortgages 
Banking houses 
Other real estate equities 
Customers’ liability for 
acceptances 

Accrued interest and other 
resources 


$ 716,527,697.93 
1,173,607,276.55 

3,226,973.93 

27,296,037.43 

3,037,500.00 

22,035,108.68 

484,035,603.66 

14,063,769.90 

10,243,576.73 

233,980.73 

6,486,993.42 

7,641,834.15 


Total 


$2,468,436,353.n 


LIABILITIES 

Capital $ 41,250,000.00 

Surplus 60,000,000.00 

Undivided profits 22,565,100.78 


Reserve for contingencies 
Reserves for taxes, un- 
eorned discount, inter¬ 
est, etc. 

Dividend payable Jan. 2nd 
Outstanding acceptances 
Liability as endorser on 
acceptances and foreign 
bills 


123,815,100.78 

10,110,272.44 


5,990,230.70 

1,237,500.00 

7,068,246.35 


158,336.00 


Deposits 


Total 


2,320,056,666.84 

$2,468,436,353.11 


iK.n,s show o.nnngcu- (i-C., IW.il.t.cs tlv.u nu.r be ™ j 

,„„c -.1,1,gate,! pany <l-.es n..r u.ecr .hen,) fnr aceeprances, f he 1^ 

,esenbe.i a. .he end of Chap.c,- ,<> Cbpi.al, s.npU.s. an.l nnd,ended p „h a 
,,-e all owe.l ,o sloeLhoklenv, indec.l any s.n ph.s assers ove. .nu a ,n . - 
e„a,.„nc,-s ...her .....si.lcrs belongs y'"'-' ^, , 

A, ,„a, sigh. i. scans o.ld ,ha. •hesc-ees y'- ' 

,|,e llahilines ,a,he,- .ban .he assess; see nn.sf .Innl. h.nuvc,.^^ . ^ 

,as.s” as .nenning “es.nnaleal f.nnre liab.h.y for tases. As bn the 
r ..... . nn<l due from banks at the lie.ui oi 



INKING LIQUIDITY 


At the beginning of the discussion of this balance sheet it was stated 
It it is a fairly typical statement of the condition ot a lai ^e cif\' liank Lit 
- piesent time. Certain conditions shown by the balance sheet aie, there- 
:e, deserving of special notice. 

Of the total assets of this bank, more than one-half consist of iin est- 
nts in public and private bonds stocks, mortgages, and real csrare. l liis 
ms, of course, that a large proportion of the bank's assets is made ui) 
paper which is not “self-liquidating” in an)' short period of rime. I he 
ns, bills, and acceptances shown in the statement w ill nf course be iiaid 
cash on a specified date. Other assets may hav e to be sold, if it is desired 
convert them into cash. However, as \\c shall see, banking liquidit\ has 

■n much increased through the possibility of pledging asset’s against'loans 
m the Reserve Banks. 

We .already have shown how liquidity in tlie assets of a bank affects 
solvency of the bank and the security of its depositors. In ocneral 
ndity depends on the facility with tehich a bank can meet its depositors' 
lands for cash by converting its assets into eurrenev. The greater tlie 
spect that depositors will desire to withdraw their accounts from tlie 
, the greater ,s the necessity for careful planninp on tiie part of the 
in order tfet its assets may be in proper shape to assure liquiditee The 
e diversified the deposits of a bank are-that is, the more wideh- dis- 

“of h hO "r"® " ho are in different sections, as in the 

f blanch banking-the less is the probability of a lame number of 

rri™ "T"? s -e ^ 

the loans made by a bank are, the better the chance becomes that 

le frozen. From the point of view of the bink Hirs i • 1 r',- 
.tion indicated here represent a distribution of risks’w hi'h til each 
of risk and assures more stable operation. 

In the event a commercial bank becomes short of i 
mds of its depositors, it must evidently require it, debl to '”“V 
when due, instead of renewing them and\',nose nt 
■der to replenish its reserve of cash 'rk f 
this was the normal procedure on ihe paloTbanl s 
entences were, however, found to resullirst. the d'esitl ;:::bl'i: 



I'll' ,11.1 ii!>'i11i j-'h '\\ I■' •'ii'.ri I'i ;'i I'.111]'"irjr'., cxi-i'i ;.i nrcdictiililc niiturc; foi 
11V'1,;!'h. L. I'1'.. ■'iill i-.i.iii'i'j I'i \'\<iuU- i.lr,nn '..ish IriMii the tines to the 

/iMj'ii i■ 1, 11 r,i 1 ri_uiiiti\ i,;ii, h l;ill. .iihI the e i'^n w iuih! return .is the hiiiiicis pitiei 
iIilIi' . iU'kI li'iuelir Mi|iphes. 1 he hijiiKhiirui ct its eiirning assets to 
iieti ;i 11.11 i]" it.ir'i si riiiueni. \' ulttn ''eei'iieu tn Ininlxets to be nit o\ei'drnstic 
I'Lnii,btei'iul, I lie uesire nl llie public tnr cash \\ ns likely, especinlly nr 
tiniet Ilf ciiriiuierei.il crisis, tn reiiuce ihe lipiiklitN' ul nil or ut n large ntini- 
ber 'if bniik.s sinnihniieiiusl\. PreciseK' at such iiioiiients the banks wniiild 
liiiil II le.r.t e.is\ in ileiiinni,! pn\iiieiit <ii their loans; nor cotiki a ready 
111,111,el nl\\a\s be found for the securities they might wish to sell. By rite 
end of the nineteeiiih centiir\' it was a.p]tnrent that at such times the cllorrs 
of the banl.s lo m.iiniain iheir lu|iiidit\, in the lace of increased demands 
j',,!' (.ash b\ ihe public, was ml important factor inteiisitying the seceriry of 
commercnl «, rises, l o jii'o\ ide the nation's banks w ith a source Irom w hich 
ilu\ iheiiiscKts could borrow in case ol need, the 1 ederal Ideserve System 
was esi.iblishcd in 1014. thus 1 he iwelve regional Reserte IVanks now per- 
f,,iiu lor the :o,ooo odd coiiiiiicrcial banks much the same lunctions as the 
laiiei do lor llie jiiiblic al large. 


THE BACKGROUND OF AMERICAN CENTRAL BANKING 

t mil Ii;i wlun ihe l ederal Reserve Act was passed, each commercial 
l,;,nl in ihe I'niied Siaics opciaied indepeiulenily of every other bank. It 
u.i-, iriK ilini wi( li bank bad anangeiiieiils wiib oilier banks involving such 
, U,,,u,g and colicciion of credit ilents, but ihere was no central 
1,nil oiii.mi/aiion which would serve lo svslemair/e relations among the 
;;r il,, oounlrv. Since ihe Civil War, there had exisled two general 
ivpes ol .oniiucr. lal b.inks: i hose which operated tiiulet charters is.sued by 
,Ik- Cniic.l Siaiis (iiaiional banks) and those which .iperaletl under charters 
i.Micd b\ ihe banking, aulliorilies ol the stales (stale banks). 1 he natitnial 
I,mile, had bi eii siibjca I lo regulation and inspee lion by olluaals ol the ted- 
n.oveinineiil. Ihe operation ol stale banks Irul been controlleel bv leg- 
,, 1 .,,i'.in p.issed l-N llu- van..us Male legislative bo.lies aiul Itul been subjeet 
,,, HI,pe-. lion be the banking, auih..riiies ..f the several stales. Ihe laws 
II,ml,11,1 bankinn m some Mates had been less stringent than the laws bear- 
,],,. „ai,onal banks, lo.r ibis reason there ha.l been an incentne 
lo',. |,m,ks ill those Males to operate under slate . harlers rather than unde, 
n.uional ehatleis. 1 Ins, in a<ld„,on to the fact that there had not 
,,aural bankiii!', oi g,ani/al ion prior to (he passag,e ol ihe yy''' 

A,.,, niomoi. d' "iiH'lependeul” and .hsorganr/ed banking. I here ha. 
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fuirlier complicating factor in that the comintreial lianhs of the coiinlrc 
numbering approximately twenty-eight thousand in ,9.3, hut consideraldv 
:ss M the present time) had never been subject to uniform i coulations. 

The federal government and the several states had reuiiiicd bv laiv 
lat the banks operating under charters issued liy them maintain certain 
)-caled legal reserves. These reserves represented tile amount of '■lawful ’ 
loney which, m the opinion of the legislative lioihes passing tlie various 
lilting acts, would serve as the minimum rc.|uijcuicnc for sohenew on tile 

/ he law under which it operated could neitlier exterui furtlier loans nor 
ly any dividends until the level was restorcal. The reserve provisions for 
mmercia banks which were adopted by tlie various states w ere patterncvl 
r y closely after those prescrilied l.y the fetleral government for nation ,1 
ts, although there had been some differences amono tlie stares w itii re 
-ct to specific legal reserve requirements. Prior to tlie passage of the Peel 

1 FTbtfat-'c'rT " 

1. ror Danics in central reserve r r pt;” fW,,, -i- , . 

Uis, which were the principal financial centers at that'tinie)'a Xh i-^! 

25 per cent of the total amount of deposits 

rke7pr:it:i::ht,u?i:;;:r:::L 

ianks in central reserve cities. ^ ^ ^Jeposits 

-vV7:ere“::i;i ^ 

■unt of deposits. A bank designated ‘ 7 un i; 7 'nl 

^ own discretion, to keep as much as three-fifths 0^11 ” 

0 of a deposit in a bank or banks in a reserve citv , '7" ” 

0th. reserve cit)% a central reserve cin-, 

pfefionT77ha;';“s!l:: 

3untry banks and reserve city banks 
iepoys in banks in central reserve cities 

amidmg” of bank reserves. Thus a countrv b 1 ' ^ notorious 

ach as three-fifths of its reserves on deposit int b'an7"'”'"'‘‘ “ 
bank m the reserve city in turn miah/h. ^ t 

on deposit in a bai^ in a centra! re ‘ one-half of its 

-lar, were anxious to get tLrd^^^^^ ^ 

some inducement to banks in reserve cities"and to 

cities and to country banks to 



jl'T' ;’i I ' 


11 ill' 


'.111. 


i‘L r \ t. 


i.i ii' : ; .(. '.'x r'. in i b.L' inrii! ('f ikpn-'iis w rcb vlicni. I lie .icccss 
iP ii.;nln> 111 ilic ni.irkLr ninnc ir pailinnkn'K' pront- 

11 i.nrK ''i.iMi.' xk'ipnsiis w Incli Iik\ cmikl u^c a"' a ba^is 

nia.k- vn siiml.-ni.irkLr (.nsrarnrs. i She call-lnan market is 
m rii.ipiu- :^) Mils sirmirimi caused ibe bipiidife <>f the bank 
,,i' ;!,i_ iMiinirc i" iic ccnnnpent mi tlie slate nl rlie secuiities niai- 
kci. li lvapr.sn. il M.inenme^ uhe panic .b ni"' n a sinlnnp cramplc) that 
sml.lui uii'lulramals of fiintls frem ihc cali-iinin marker \iauild precipitate 
a uill.ipse nf secuni\- values, nr vbal a stuklen tlmp ni sccunry \alues \uuikl 
make it evrrcmcb, tlilliculr fnr enuntrv banks an.l banks in reserve cities to 
.xirhilrau ibe tkpnsits v Inch thev bat! in Nev York banks. The eliects nt 
sut ii u i.lulrauals umiUl be m u eaken the stock marker lurther and to bring 
,,n a limmcial t risis. Such a crisis v as I retinenlK intensified bv a w idespread 
iV.m amonu people, which wouKl k,ul m a panic marked bv runs on banks 
ilmmiidiom ihe touniiw. When runs are nia.le on a great manv banks at 
,p, nine, .he en.ire banking svslein is at once ibreatened with msol- 

vxiu \a MU. e all banks c.innoi lu|uitlaie their assets sinuiltaneouslv. 


THE FEDERAL RESERVE ACT 

p,,.,„l,ni Wilson’s pla.lorni in the election of mi: had contained a 
prouuse. as a pari of 1 he ‘'New kreedoim” lo Wake the nionev power o 

, I n n, Wall Si reel ” 1 he hetleral Reserve Act w as passed 

ihe nalion aw.w limii W .HI mhi'- 

, I.. Cm- al." ".'I- IH—. 

I .,J,, ;n,ll«ainm..n:il.w.vM.iiU .lO.ni 

, ,1 i„ IlnLUn IU.,1 IM.MIV ..iIh'.- .....nines) .....1 ll...' .iHp .CSC... 

.... n .. 0.1. ...I .... iNSsi.pi)..;... i-py - 

,„.,....,i,...si...i..,'..ii..s.-...:..v.,Mi..Mn. 

,iH (V......I sis .... '..I.. '- ..|.!'..|"'nU.'' 'Ill' U-"' • 

' , ml |,nl \ilanla('hica.-o,Sl.l"'us,.MH"'^'T^"’'^' 

Ipliim Ki.-hmomk f kwcland, AM.m a, 

Kansas (ah J)allas, and San Imancisco. 

..kiilAfs;::, 

Vi:;.:::,::’::..':::.:... 

... b.'O.,,. 

...... 
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The Fedciiil Rcser\e Act recjuircs that cacii national bank become a 
lenibei of the Federal Reserve Bank of its district. Tach member bank is 
-tjuired to subsetibe for stock in the Federal Resein'e Bank of its district 
- the amount of 6 per cent of the bank's capital and surplus. State banks 
■e permitted to become members on the same basis as national banks. 

Fach l ederal Reser\e Bank has nine directors who arc divided into 
lee classes. I he three "Cdass A” directors arc elected by the member 
mks ut that district to represent their banking interests. The three “Class 
directors are businessmen w ho are elected bv the member banks to rep¬ 
ent the business interests of the district. Tlie three “Class C” directors 
e app.mited by the Federal Reserve Board to represent the board’s in- 
■est in the operation of the particular Federal Reserve Bank. These di- 
-tius determine the policies of their respective Federal Reserve Banks 

tliii. rl,c Ni.urs procrihed l,y L,«- and l,v the rcgnlatinns of the Federal 
ser\e lsoai\l. 

■I he l-ederal Rcseree Act a,.tended the national banking Ian, in several 

■s rii 'T''“I""'"' 

ct re.Inced the den.an.l-deposit I'eserve reciuiren.cnt of central 
y.'- I...nks , N™- York and Chicago are no.v th'e onlv cities so des 
■ t ). estne tit. Iianks, and conntiy banks to ,8 per cent, ,j per cent 
O: ly cent topectitelv. The reset,x recpiireincnt for time depLits was’ 

It . pt cent. A later amendment to the Federal Re.serve Act stdl further 
cy the legal demand.,eposir .-eserve ..eipiirements of these at o 

iking functions of federal reserve banks 

I nch Feaieral Reset, e Bank performs two related but 
ti'ins-bankin<F functions md n t • r separate, sets of 

yete designed by the Federal ttr; A::rb: tt 

tit' sn-en i, ,l,e Blla^'wt?-' a'""" 

t'l.sit b.n.,et,e.e,f.,r„as,k:;;,y.y ^» tcgu.tembnts 

»• require,licnrs to the present tune. “8“ above are the basic 
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ing commercial paper for member banks and serving as depositories for 
the reserves of member banks. The only other depositor in Federal Reserve 

Banks is the Treasury of the United States. 

Member banks can create deposits in Federal Reserve Banks in any 
of four ways: (i) by the deposit of cash in a Federal Reserve Bank, (2) 
by the sale of assets to a Federal Reserve Bank; (3) by the rediscount¬ 
ing of commercial paper with a Federal Reserve Bank; (4) by borrowing 
from a Federal Reserve Bank on a member bank's own note, which note 
may be secured by commercial paper or by government obligations. The 
third of these methods was intended originally to be the typical means by 
which member banks vvould make deposits in Federal Reserve Banks. ^ 
“Commercial paper” is the name given to credit instruments arising 
from commercial transactions. The method by which a member bank se¬ 
cures a deposit in a Federal Reserve Bank by a rediscount of commercial 
paper can perhaps be described best by reverting to the illustration given 
at the close of Chapter 19. It will be recalled that a wholesale merchant m 
St. Louis had bought a bill of goods from a manufacturer in New York 
The buyer (or his bank) had accepted a bill of exchange which enabled 
him to get the goods, and which also obligated him to pay $10,000 ninety 
days from the date of the bill. The Corn Exchange Bank had handled this 
transaction for its customer, the New York manufacturer, and had credited 
the account of the latter with the “discounted” face amount of the bill. 

Let us suppose, now, that the Corn Exchange Bank needs to increase 
its banking reserve by making a deposit in the Federal Reserve Bank 0 
New York. In order to make this deposit, the bank sends the bill 0 
exchange, whose history we have traced, to the New York Federal Reserve 
Bank It will be recalled that the bank charged a discount of 4 per cent pel 
annum to its customer when it made this loan. It will now ^'^discount the 
bill of exchange with the Federal Reserve Bank at a rate 3 perjen 

per annum. This means simply that the Federal Reserve Bank will credit 
the account of the member bank with $10,000 minus 3 per cent per annul 
for ninety days, or $9,9^- This, in turn, means a $9,9^ net addition to the 
deposit of tlic Corn Itxchange Bank in the Federal Re.seive Bank. 

^ This is an example of the rediscount of self-hquidating commeic.al 
paper the bill of exchange having originated out of a commercia transac- 
Ln It was presumed that the goods which were bought by the New \oi t 
wholesaler would be sold within the ninety days allowed m the credit tian.- 
action. Thus it may also be presumed that the borrower made payment on 
of the proceeds from the sale of the goods themselves. 
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It was originally stipulated in the Federal Reserve Act that only com¬ 
mercial paper of not more than ninety days’ duration might be rediscounted 
by member banks at Federal Reserve Banks. Exception was made in the 
case of agricultural paper, since the turnover in agriculture is relatively 
slow. Thus the Federal Reserve Act provided that agricultural paper having 
a duration of nine months might be rediscounted on the same basis as ordi¬ 
nary ninety-day commercial paper. 

The theory on wlrich all this system of reserve banking rested was that 
the mechanism of the Federal Reserve System would permit expansions of 
credit during periods of marked business activity, and would brino reduc- 
tions in the amount of credit outstanding in periods when business°activity 
slackened, -nis theory assumes that the banking system should respond TO 
n itions of business-that the banking system's relation to the vokime of 
business should be a passive rather than an active one. According to this 
p inciple whenever business expands, banks will extend more credit Dur 
2 periods of active business the banks have more commercial pa „ h 
y can rediscount at Federal Reserve Banks; thus they build up^ their re 
serves against increased deposits. The increased deposits would rLlt from 
increased lending to customers. ^ ^ 

CHANGES IN CENTRAL BANKING OPERATION 

It is important to observe that this thpnr^ Unc k i 

the breach. The supply of eligible commerefal paper never”™ 

for the purpose indicarerl o • P^iper never was adequate 

to topieLh^hei:i:::iirerT;di:r:rr” 

by collateral (usually government securities), at°the Fedra^Re”''’ 
or by selling bank acceptances or securitie of h ri i o " 
the latter) to the Federal Reserve Banks The ’ 

entire banking system to hnlri ' increasing tendency of the 

paper has defell^eTdulg^ commercial 

the decline in the relative impornef'oTf^'^ ' reasons: (i) 
fruitful source of bills of exchange;""!) the ris!T“s"rr™’ " 

ness from undivided profits (see Chapter at) ,) thf 
and enormous demands for funds orrcc' ^ §'®'^'^™ment’s sudden 

Chapter ai). Originally estaflir^rrprMe a!: 7 '^”“ 
to business, the Reserve System has tended ! ^ of credit 

function as the provision'^.f a ma ,77 -ain 

While, therefore, commerc™t„k 7 r:“ 

•etves without difficulty, it should not ZZ 

^ rnat they can expand 
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their deposits ^ ith the Reserve Banks indefinitely. As the Reserve Banks 
lend more, their ow n reserve ratios fall. If this happens, they may be ex¬ 
pected to increase their rediscount rates, thus forcing commercial banks to 
raise their interest rates to borrowers, this in turn causing the amount of 
lendinn by commercial banks to increase less rapidly, or even to decrease. 
Federal Reserve Banks, like commercial banks, may not allow their reserves 
to fall below' a minimum set by law'. The Federal Reserve Act required 
Federal Reserve Banks to maintain reserves of not less than 35 per cent in 

oold or lawful money against their deposits.^ 

In passing, it w’ill be of interest to observe the expansive capacity 
given to bank credit by the system of banking reserves established by the 
Federal Reserve Act. Under the original reserve requirements of meniber 
banks (13 per cent, 10 per cent, and 7 pei' cent according to the classifica¬ 
tion of particular banks), one dollar of deposit by a member bank in a Fed¬ 
eral Reserve Bank would provide reserve, on the average, 01 ten 0 ais 0 
demand-deposit liabilities- of the member bank. F.ach dollar of gold 01 
lawful money held i.i the banking reserve of a federal Reserve Bank serves 
as reserve fo'r almost three dollars of its ow n deposit liabilities Thus each 
dollar of gold or lawful money in a Federal Reserve Bank’s banking reserve 
tould support through this structure a maximum of almost thir^ c^lbrs 
of demand-deposit liabilities of member banks. In 1936 ^nd .937 Boaid 
00)0™.. ,.f the hctical Resctvc Sptc,.., acting tntclct au.honty g,™t 

i, 1,V the Banking Act „f ,935. ' 1 '-^ 'P"*” 

hanks This rcdnce .1 tlie metnhet-hank depnsit liability m nch can be s p 
„,rted by a given banking resetve „f a Kedeial Reseive Bank to onc-l alf 

'the former amount. The inasiiiiiiin possible ratio is 

fifteen to one and the actual ratio is, at present, much lotvei than . 


OPEN-MARKET OPERATIONS 

One of the serious problems which was involved in planning the hed- 
eral R^r e System was' that of making the changes in the rediscotint ra 
ch rM hy h-caleral Reserve Banks •■effective," in the sense that an inct^ 

1"—«“r::r - 

ill change in the Federal Reserve rediscount rate effective in . 

1 awful Iiiuncy” iiie.ii, any uii-l nil mimey issunil by the foai,r.l govciuiict, bul 
doe. „« Made clLiey hrued by fcaeivl Reserve Bunks mid national banks. 
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at the Federal Reserve System is able t(/ “apply the brakes” lo eiiher 
flation or deflation of commercial bank credit. The meth(Kl which w.is 
ovided in the hcderal Reserve Act for accomplishing' this purpnsc is 
rough what is called the “open-market operations” of the Federal Rc- 
've Banks. 

Whenevei federal Reserve Banks want member banks tf) lower the 
:es which they charge their customers (i.e., to make credit ‘-easier ), the 
deral Reserve Banks lower their rediscouiit rates to member banks. If 
.nabei banks do not resptjnd to tin’s by lowering the inteiest lates the\ 
irge their customers, the Federal Reserve Banks go into the market .is 
ge-scale buyers of commercial paper, bank acceptances, obligations of 
United States, and other specified forms of credit instruments. I lie 
set of this heavy buying by Federal Reseiwe Banks is n, increase some- 
at the prices at which commercial paper or United States bonds are 
i in the market. This rise of prices is an inducement to tlie (WMiers of 
h credit instruments to sell them. A Federal Reserve Bank xvinch bm s 
:his fashion pays the sellers with checks draw n against itself. J he sellers 
n deposit the checks in the commercial banks w ith w Inch thcN' do busi- 

ihe Fed r's T -P—Iv J „K,„- 

b the amounts of the checks. This causes the resertes of titc ,„cn,l.ct 
to be larger than they formerly M ere. It is looked upon as „ood l.inl 
practice M-henever reserves are larger than they need to he'' to e.sten'l 

res . Although the relationship is not aln ays precise, m c can see in a 

^e fo 7 lo ’ 7 '<■•« they M ill 

g Thus, in this roundabout fashion, the l-'edctil Reser 

ts^help cause lotver rates to be charged by coini'nercia, ti!! f„':ei: 

ed above. They go into the f fashion from the one dc- 

5 or United States bonds. Their larae saleJ ' T 
nercial paper or United States bonds to ' 

inducement to Arms and individuals to bu^ T^e 
buy with checks drawn against thP.V . ' pay for w hat 

Federal Reserve Banks receiving these cheTkTchar 

.nts of the member banks on 7 hich they a dr 7 7'" 7 " 

^ reserves of member banks to be sinalier than'th; 
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The fact that their banking reserves ordinarily can, under these conditions, 
only be replenished again by rediscounting commercial paper, or discount¬ 
ing their own secured notes, at the new higher rates charged by the Fed¬ 
eral Reserve Banks, causes the member banks to increase the rates of in¬ 
terest which they charge customers. 


NOTE-ISSUE FUNCTIONS OF FEDERAL RESERVE BANKS 


When member banks wish to secure added currency they draw against 
their accounts in the Federal Reserve Banks of which they respectively are 
members. Under the law, a reserve of not less than 25 per cent in gold 
(since 1933, in gold certificates) must be held by a Federal Reserve Bank 
against the amount of Federal Reserve notes it issues. Collateral security 
sUcient to make a total backing of 100 per cent is required. When, in 
1933, the gold reserve held against Federal Reserve notes was converted 
into a “gold-certificate reserve,” the Federal Treasury gave gold certificates 

to the Reserve Banks in exchange for their gold. 

As was pointed out above. Federal Reserve notes are issued against re¬ 
serves for their redemption amounting to 100 per cent of the dollar value 
of the notes, and these reserves must consist of at least 25 per cent in gold 
certificates and the remainder in collateral. The collateral to be used y 
Reserve Banks to secure their notes may consist of: (i) commercial paper 
which has been rediscounted for member banks; (2) bank acceptances; 
(U promissory notes of member banks secured either by commercial paper 
or by United States securities; (4) notes, drafts, and bills of customers of 
member banks drawn for the purpose of investing or trading in United 


States securities. , 

The original intention expressed in the Federal Reserve Act, 
note issue, was to provide the nation with an “elastic” currency. The ac 
originally provided that the collateral to be used, .n addition to gold, a 
security for Federal Reserve notes must consist exclusively of commercial 
paper. The theory behind this requirement was that an expansion of busy 
ness would be accompanied by an increase in the amount of 
paper rediscounted by Federal Reserve Banks, and that this wodd proude 
Security for an increase in the issue of Federal Reserve notes. Thus an in¬ 
crease fn the volume of business would give rise to a need for larger amo 
of currency in circulation, and would, at the same time, provide the bas 
UDon which the additional currency would be issued. Converse y, i ' 
x'pectid 1 a decline in the voluL of business would be accompa- 
bv a decrease in the amount of commercial paper rediscounted by Fedei 
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Reserve Banks and that this would lead to a reduction in the amount of 
Federal Reserve notes issued. 

This theoretical basis for elasticity in the currency issued by Federal 
Reserve Banks is, of course, a part of the larger theory of elasticity of 
credit which was contemplated by the Federal Reserve Act. At this point it 
is important to observe that the original principle by which commercial 
paper was to constitute the sole collateral security for the issuance of Fed¬ 
eral Reserve notes has been deviated from more than it has been obser\'ed. 
Of the four kinds of collateral backing for Federal Reseinx notes \\ Inch 
are mentioned above (the last three of them made legal by amendments 
to the original Federal Reserve Act), commercial paper is today the least 
important. For some years the total amount of commercial paper held as 
backing for Federal Reserve notes has been negligible. To the extent that the 
other types of collateral^'/;/c^ do vot tend to vary in quantity -vith 
changes in the vohme of bminess-h^vt come to be used for this purpose 
the currency issued by the Federal Reserve Banks has lost the automatic 
elasticity which originally was sought. The discretionary power of the 
Board of Governors has correspondingly increased. 


THE BACKGROUND OF NEW DEAL LEGISLATION 

The year 1933 marks a turning point in the history of the Federal Re- 
serve System. The banking crisis of that year (the most dramatic feature 
of which was the “banking hoiiday” following immediately upon the in- 
auguranon of President Roosevelt) precipitated certain changes in the Ian s 
governing commercial banking and in the administration of the Federal 
esem System. But the banking crisis of ,933, while it developed with 

Stag ™ “““ A' 

The major weaknesses of American banking werp rh. .-cmi 
lack of diversification of the individual bank. ^07^*1 ’ 

discouraged, the fortunes of the individual bank commonlv 1 
with those of a particular secrion, and often of aTartl 'd ' 
yriculture. This prevented diversification. Yet if the re our s“f'an 
lated bank should become strained, depositors were nl a 
nor did any agency of nation-wide scope stand ready to 1,“'' 

rescue These weaknesses lay dormant untU they 

1929 declme in prices which made it diffio l. r t. . ^ post- 

their debtors. "> <='>lkct from 
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Prior to the New Deal reforms, banks also suffered from the too close 
connection between commercial and investment banking. State and na¬ 
tional banking laws strictly limit the types of assets commercial banks may 
hold. Unfortunately these laws had been circumvented by many commercial 
banks through the establishment of investment-banking affiliates. These af¬ 
filiates could legally hold assets, e.g., real estate, stocks and bonds, which 
the parent commercial bank was itself debarred from holding. Through 
their affiliates banks might become owners of speculative securities or other 
potentially illiquid assets; and the affiliates were not subject to the inspec¬ 
tion and publicity which had long been enforced upon commercial banks. 

Finally, the failure of the Reserve System to prevent the stock-market 
boom which culminated in the fall of 1929, and its failure to mitigate the 
subsequent depression, led to demands that it be given greater powers. 
Critics complained that stronger central control was needed, both over the 
volume of credit and over the use to which credit was put. 


REFORMS OF COMMERCIAL BANKING 

It is with the weaknesses and abuses described above that reforms of 
the banking system since 1933 have been principally concerned. Whether 
the specific action that has been taken toward each of these problems is the 
most effective that might have been taken lies beyond consideration here. 
In judging particular measures it should be borne in mind that the task as¬ 
sumed liy reformers was the delicate one of dealing with these problems 
without, at the same time, changing the fundamental structure of the bank¬ 
ing system. Efforts were made to conserve existing banks and to protect 
them against existing dangers to their solvency. Such policy could only 
within narrow limits work also to impose higher banking standards and to 
squeeze out the unfit among banks and bankers. Some of the measures ta^en 
affect individual commercial banks, and some affect the Federal Reserve 
System. Those affecting individual banks will be considered first. 

The principal New Deal measures with regard to banking are the Bank¬ 
ing Acts of 1933 and 1935- These two acts overlap in parts, and no attempt 
is made here to describe the provisions of each act. It rather is attempte 
to indicate the principal changes in the laws affecting banking that have oc¬ 
curred since 1933. , 

Dcalinr in scairitia. One of the lii-st i-efonns iindcmkcn wns to de¬ 
prive the cn.niercial l.anlts of the investment-banking functions winch they 
Lcl come more and nrnre to perform throjh the 
affiliates.” Well-known examples of such affiliates weic the , .. 
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Forbes Company (Chase National Bank), the National City Compain (Na¬ 
tional City Bank), the Guaranty Company (Guaranty Trust Ctjinpanv 
But besides these three largest New York banks there were hundreds of 
such affiliates of smaller banks in cities and towns throughout the country. 
The ways in which such dealings as these led to an undesirable confusion 
of commercial and investment banking e\-ere mentioned abo\ c. Since 
member banks have not been permitted to deal in securities or to maintain 
security affiliates to deal in them. 

Consistency in this policy A\as shown in a further prox’ision prohibitin'^ 
the acceptance of deposits by investment-banking firms. If it is undesii able 
for commercial banks to engage in investment functions, it must on similar 
grounds also be undesirable for investment banks to engage in commercial¬ 
banking functions. Private banking houses (e.g., J. P. Alorgan & Company 
and Kuhn, Loeb & Company) were compelled to choose benveen oivin"- up 
their security business and giving up their deposit-banking busines";; invest¬ 
ment-banking houses were also prevented from making ne\\- incursions into 
the commercial-banking field. 

Brmich banking. Some suidents of American banking long have niain- 
tained that safer and more efficient bank organization would be achicted 
■t large banks were permitted to expand still further through the main¬ 
tenance of branches. Greater safety would, according to this belief, come 

Un 7 in^l -d i'tdustnal 

. implication of the same argument appears to be that larf-e banks 

end to be more efficiently managed than small ones, and that thos: defats 

the banking system which come from the existence of such a large nuni- 

branch-banking chains. The “little men” in the banking field hafe resi'smd 

lavv Br.oTt h“" bv 

by fa st«e bankrrth ^-"^"es to be established 

pLd a o fa T 'h-^ae states limitations m ere im- 

estabhshed. In faryeafcongress' 

establish branches in th„s?sCwfai; n ~ 

chartered banks. It appears that of the f n privilege to their state- 
action by Congress the nrincina’l '^“'^'"derations which influenced this 

petitive equality with state Ln“,\TtLrthl®ar7fr™"1 
Strengthen the banking structure. ^ far-reaching aim to 

tude in the granting o/reTl-est^^^^^^^ 1^75 

« value Of real estate are permitted tn^^X: ttaX^aX 
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zation is provided. Otherwise the loan extension is limited to 50 per cent 
of the appraised value of the property wdth a maturity of five years. In the 
aggregate a national bank is permitted to extend loans on real estate not to 
exceed its capital and surplus, or 60 per cent of its time and savings deposits, 
W’hichever is the larger sum. 

The purpose of this change was to provide a greater outlet for bank 
funds and to induce business recovery through promoting a revival of the 
construction industry. Its advocates claimed that the loss record in real- 
estate loans was no w'orse in the depression period than that of many other 
types of loans and investments. Through changes in the rediscount provi¬ 
sions of the Federal Reserve Act, real-estate loans have been made “liquid” 
in the sense that they could, in event of need, be shifted to the Reserve 
Banks. 

The critics of the change maintained that losses to commercial banks 
on real-estate loan defaults have been very large and were the cause of 
numerous bank failures. Granted that urban mortgage credit is a neglected 
phase of banking in this country, such mortgages should be handled either 
l)y existing savings banks and building and loan associations, or by specially 
created mortgage banks, but not by commercial banks. An increase in the 
amount of mortgage loans granted by commercial banks w^ould, it is 
claimed, result in a w'cakening of the banking structure. 

Gucirantee of deposits. The Banking Acts of both 193.I ^935 

provisions for what w'as called in the acts the “insurance of bank de¬ 
posits. This is a misnomer, inasmuch as the risk of loss incurred by bank de¬ 
positors is not subject to actuarial principles. What was provided may more 
properly be called limited guarantee of deposits by the participating banks. 

Provision was made for the guarantee of deposits up to an amount of 
15,000 each. Deposits in excess of this amount are not guaranteed. While, 
under this limitation, about 9S per cent of the total number of sepaiate 
deposit accounts arc guaranteed, only about 44 per cent of the total amount 
of bank deposits arc guaranteed by the provisions of the law^ 1 he accounts 
which arc larger than 5^5,000, and .so are not fully guaranteed, consist piinci- 
pally of deposit lialanccs kept by corporations and by banks with theit 
correspondent banks. 

Under this plan, the stated deposits of each bank are guarantced- 
within limits-by all of the banks participating in the plan. The law requires 
every bank that is a member of the Federal Reserve System to become also 
a member of the Federal Deposit Insurance Corporation. Nonmember banks 
arc permitted to participate, but it was provided that after July i, 1942^ 
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such banks having deposits of one million dollars or more should become 
members of the Federal Reserve System. Each participating bank assumes a 
limited contingent liability; each can be called upon to contribute to the 
corporation an amount not greater than one-twelfth of i per cent of its 
total deposits in any one year. 

The idea of deposit guarantee is not new^ in American banking. In the 
decade following the panic of 1907, eight states, located principally in the 
West, enacted guaranty law^s. Without exception all such plans failed after 
a few initial years of apparently successful operation. The schemes adopted 
w^ere not able to withstand the losses incurred in the epidemic of bank 
failures after World War I. It must be emphasized that the state plans ap¬ 
plied only to state banks. National banks necessarily were immune from 
the provisions of these law^s. Hence the base of the plan was restricted and 
the states adopting the plan were located for the most part in aoricultural 
sections lacking a diversity of economic interest. The banks became in¬ 
volved in the vicissimdes of one or more local industries-especially of aori- 
culture. ' ^ 

The present federal plan of deposit guarantee has a better chance for 
success than the state plans previously in existence. In the first place the 
number of banks included is larger. The membership in the plan is sp’rcid 
over the entire nation, securing the widest possible distribution of risk 
Secondly, the Federal Deposit Insurance Corporation has been viven e.x- 
tensive powers of examination of member banks and is permitted w termi- 
ate the membership of any bank engaged in unsafe or unsound practices 
As long as the act is well administered, high standards can be mainLned 
The existing plan of guarantee places a heavier burden upon larve citv 
banks than upon those in smaller places. Assessments are levied upon total 
posits, wfereas the propomons of guaranteed deposits of Iirve eftv hml 
are relativdy small. This is panicularly the situatL noth t^d fo Ke- 

it hi h:r„l:!:'a::diLrr„r;r;l::n in: 

While assessments,lfUr:^^^^^^^^^^^^^^ 

-- P-nt bank 

in competent hands, by maintaininglalful offi . , '>»nks 

asseK, and by wise monetaiy policy on the part of the 
the Federal Reserve administrLn Yet the r ouhe “‘i “f 

the nonmember banks, in order to participate in The"' 1 ‘f" 

-t ,o,„. the Federal Reserve System promLs to pile toTelaf rr;:; 
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I'cdci nl llcscr\ c supervision and to force out of existence some banks which 
are not able to qualift' for Federal Reserve membership. 


REFORMS OF THE FEDERAL RESERVE SYSTEM 

Recent cliangcs in tlie federal banking laws have served to concentrate 
more and more power in the hands of the Board of Governors of the Fed¬ 
eral Reserv e S\ stem. This increased control bv the board consists of both 
greater authoritv over the affairs of individual member banks and greater 
pow cr over the policies of the several Federal Reserve Banks. The first of 
these extensions of control is illustrated bv the power given the board, by 
the Banking Act of 1933, to prevent speculation with Federal Reserve credit 
b\' making loans to member banks only f<'i’ commercial purposes. The sec¬ 
ond is illustrated bv the prox isioit of the 1935 Act which makes the presi¬ 
dent of each Federal Reserve Bank {who is elected by the Board of Di¬ 
rectors of that bank) subject to approval by the Board of Governors. Spe¬ 
cific ways in which authorit\’ has been centralized in the hands of the boaid 
w ill appear in the summaiw descriptions of recent reforms of central bank¬ 
ing w Inch appear below'. 

Adviiuccs to nicmhcr bank's. Recent legislation provides that any Fed¬ 
eral Reserve Bank, under rules and regulations prescribed by the Board of 
(iovernors of the Federal Reserve System, may make advances to any mem¬ 
ber bank on its time or demand notes having maturities of not moie than 
four months and w hich are secured to the satisfaction of such Federal Re¬ 
serve Bank. I'ach such note is to bear interest at a rate not less than one- 
half of I per cent per annum higher than the highest discount rate in effect 
at the Reserve Bank at the time that the advance has been granted. Pro¬ 
ponents of this measure have argued that its purpose is to remove the strin¬ 
gent technical limitations on the character of paper which might he used 
as a basis of rediscounts with the Reserve Banks. Changes in methods of 
financing, so tltey declared, had basically altered the composition of the 
portfolios of member lianks. 'Fhc volume of short-term self-hquidating 
paper had been reduced. 'Vhis change also, according to this view, , makes 
membership in the Federal Reserve System more attractive and niennet 
l.anks will be induced to invest their savings funds in longer loans. Souiu- 
ness of assets, it is argued, is a greater safeguard than the maturity of the 

loan or the form of the underlying transactions. 

'I he critics of this change cmphasi'/,c its far-reaching importance m 
,„al<inK nil nsscis of n.cn.l.cr l.anUs, whether of a contn.civinl rferacter m 
nor efeihle for nac in seenring erctlir from rhe Reserve Hanks, 1 hey point 
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out that the authorization of use by member banks of non-scif-liquidatinn 
credit instruments as a basis for building up their rcserv'c accounts at the 
Federal Reserve Banks will cause member banks to set less importance on 
the liquidity of their-assets. Hence, they say, it may ^\ c]l lead to greater 
illiquidity in the character of both member-bank and Federal Reser\-c Bank 
assets. 


Member-bank reserve requireincnts. We ha\-e seen that control cn er the 
volume of lending by commercial banks rests principally upon tlte al)ilit\- 
of the Reserve Banks to influence the relation between the actual size of 
member-bank reserves and their minimum size as recpiired by law. Ihlor to 
1935 the influence of the Reserve System was practicallv confined to \aria- 
tions produced in the absolute size of member-bank reserves throuoh open- 
marker sales and purchases of securities. At times w hen actual reseiwes do 
not greatly exceed the amount required by law-when, that is, member 
banks excess reserves” arc not large-control through open-.narket policv 
may be reasonably effective. During the 1930's, hoivcvcr, inving partiv to 
a smaller use of bank credit by business and partly to the tranrfer to' this 
country of foreign funds for safekeeping, excess reserves increased rapiJIv 
nd by 1940 excess reserves were about twice required reserves. The pd 
tential lending power of the coinniercial banks had thus increased to 1 
dangerous degree. For the Reserve System to have reduced these e “es 

uXh': '"““Sh tbe sale of securities w 0 d tl o 

oughly have disorganized the bond market 

:r ;L;r ” rex; ~ 

quirements anywhere between rhp ^n^ton may now set re- 

by law and as much as twice that ""\e™ 

and cen: b Z depl^: ^ 

resulting from the outbreak of World War nle ‘’°™’ 

requirements was exercised to the full Later ' ’ 

it dfficult to finance the war effort ;i, i!" found 

rectly or indirectly from the comm ' .°“! substantial sums di- 

banks began to runMZotZrr ““ Chicago 

-0^ reserve requirements affords a vaU^^ettf “ 



CHAPTER TWENTY-ONE 


Money, banking, and public 
policy 


From some points of view, monetary problems do not have more than 
a secondary importance in economic life. They are, of course, by no means 
as fundamental as material resources. Yet, as has already been shown, a 
badly behaved monetary system can create effective restrictions against a 
full use of these resources. In some respects a failure to make use of re¬ 
sources is worse than not having them at all; for it is abundantly clear that 
the realization that productive resources somehow cannot be brought into 
use to meet the crying needs of great numbers of people breeds social dis¬ 
content. From our present point of view the monetary system of a country 
is simply a means to an end: the most efficient use of the human and other 
resources of the country for satisfying the needs of its people. It is by this 
touchstone that the existing banking structure and methods currently used 
for the control of credit, as well as proposals for their reform, must be 
judged. 

During the decade of the 1930’s the principal policy issues in money 
and banking reflected concern for the safety of bank deposits, a desire to 
limit the use of bank credit for stock speculation, and a belief that the 
powers of the Federal Reserve System to control credit needed strengthen¬ 
ing. How these issues were resolved through Congressional enactment of 
several important reforms was described in the preceding chapter. Other 
policy issues which have come to the front during recent years, have not 
yet been resolved, and are the subject of much current discussion, form the 
topics to be considered in the present chapter. These issues concern: (i) 
the monetary standard and the future role of the precious metals; (2) the 
legacy of war finance and the problem of the banks’ swollen holdings o 
government debt; (3) the role of the banking system in the control of the 
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price level and business activity. The three problems mentioned are not 
separate and distinct, but—as will appear—are closely interconnected. 


MONETARY STANDARDS 


In every highly developed modern economy there has, until tjuitc re¬ 
cently, tended to be some “monetary standard,” which is a stipulated \ alLi¬ 
able commodity into which such exchange devices as paper currenev or 
bank checks can be converted. Each unit of money (e.g., a dollar) is made 
by law convertible into a definite quantity of the monetary standard (e.fu, 
gold). Although silver has been widely used as a monetar\' standard, the 
more recent tendency among the most important commercial nations has 
been to employ gold as a single monetary standard. Most of the attempts 
m recent times to use silver as a monetary standard have been rhrouoh 
making the money of a country convertible either into silver or into oold- 
which is the monetary system known as bimetallism. 

The bimetallic standard was established in the United States by act 
of Congress m 1792 following the report of Alexander Hamiltoji on the 
estabhshment of the mint. During all the period of bimetallism in this coun¬ 
try the mints were coming, free of charge, all gold and all silver that anv- 
one brought to them. This coinage was done at a regularlv establislied 
mint ratio, which measured the difference in value of the two metals, 
his ratio was changed from time to time, but varied onlv bctiveen the 
narrow limits of 15 to 1 and ,6 to 1. The ratio 16 to 1 means simplv that 
an oun« of gold was worth sixteen times as many dollars as an ounce of 
liver. The weights of the gold and silver dollars were adjusted according 
this mint ratio. It is not necessary here to survey the long history of 
onetary development in this country beyond pointing out that the bi 
metaUic system did not provide a stable and adequate system of money 

1 he unsatisfactory experience with bimetallism led Congress in '.n 
to pass the Gold Standard Act, which had the effect of n”r 1, ’ ’ 

issued by the United States government c^errible t F 
passage of this act until March rn->-> th; ■ ° 

the gold standard. For ten months after AtoctToirZu ™ 

s.mply ‘‘or the gold standard, in that the mon y in ci^rilrionT 
convertible into gold. The “modified bullion standard >'^ 1 ^ 
operation since January .974. will be described belot “ “ 


in 
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THE GOLD STANDARD 

The tjold srandard has been defined by E. W. Kemmerer as “a mone¬ 
tary system in which the unit of value, be it the dollar, the franc, the pound, 
or some other unit in which prices and wages are customarily expressed 
and in which debts are usually contracted, consists of the value of a fixed 
quantity of gold in a free gold market.” In addition to the conditions stated 
in this definition, it is customary to have associated with the gold standard 
free coinage of gold and convertibility of paper money into gold coins. 
Free coinage of gold means simply that the mint will convert into coins 
without charge any and all gold which is brought to it. Thus, in the United 
States-w'here the gold dollar, until the abandonment of the gold standard 
in 1933, contained 23.22 grains of pure gold-any person who took gold to 
the mint would receive one dollar for each 23.22 grains of pure gold, minus 
a small charge for the alloy mixed with the gold in coinage. 

Cold pfissesses in unusual degree the qualities desirable m a monetary 
standard. It has, by comparison to most other things, a considerable stability 
of value due to the conditions of its production and to its durability. Be¬ 
cause it is relatively indestructible, the quantity of it in existence does not 
diminish rapidly (although variations may occur between its uses as money 
and in the arts)'. Because of the limited sources of its production, the amount 
of it that can he produced in any comparatively short period of nme can¬ 
not he large in relation to the amount already in use. It is infinitely divisible 
into pieces without diminution of value-which would not he the case, for 
example, with diamonds. It is easy to recognize because of both its appear¬ 
ance and its charactciistic ring. 


INTERNATIONAL ASPECTS OP THE GOLD STANDARD 

In the adoption of gold as the monetary standard of particular coun¬ 
tries, certain international aspects of the gold standard have played an nu- 
norrant parr. Trade and financial relations among nations arc made more 
sral.le and more certain if the several nations having such relations inaintain 
the same monetary standard. The principal industrial and conmiercial coum 
tries-those with the largest dealings in internatiimal trade '' 

for sonic decades prior to World War I remained consistenrly 
srandiird.” This h:ul two beneficial general eflects on then mu 

qncctivc dealings in the international field. 

In the first place, exchange rates remained stable. It always was po. 



509 

ate 


MONEY, BANKING, AND PUBLIC POLICY 

sible to exchange the money of one country for that of another at a rat 
\\-hich had remained constant for many years, and which promised to con¬ 
tinue so for the predictable future. This was because the currencies of both 
countries were freely convertible in unlimited quantities into fixed amounts 
of gold. For instance, for a great many years the “par” of exchange of the 
British pound sterling in terms of dollars w'as $4.8665. The price of sterling 
in dollars tended to remain at that point because the pound contained, and 
was convertible into, 4.8665 times as much gold as the dollar. If the supply 
of sterling exchange became scarce in relation to the demand for it, the 
exchange rate in dollars would rise above I4.8665. If the rate went up as 
much as two or three cents, it would pay American bankers to ship actual 
gold to England and to get credit for it in banks there against which they 
could sell drafts to their customers. If the supply of sterling exchange be¬ 
came sufficiently abundant in relation to demand to cause the price of dol¬ 
lars to rise in terms of pounds, it would pay British bankers to ship gold to 
the United States. Under these conditions the price of a pound sterlincr in 
dollars could fluctuate only between what were called the ‘Void shipping 
points”-roughly beuveen $4.84 and I4.89. This made it possible for people 
m each country to carry on trade, and to enter into contracts, vfith people 
m the other country with some assurance that the relative values of the 
t\v 0 currencies would not change seriously. 

In the second place, the international use of the gold standard has had 
at tmes in the past. a.tendency to check price changes within particulai 
countnes. Thus tf pnees tended to decline in the United States and were 
not declmmg^r were even rising-in Great Britain, there would be a tend- 
cy for the British to buy more goods in this country, and for Americans 
buy less from Great Britain. This would lead, according to the tenden 

United States. Thus American banks would have more gold than formerly 

an British banks would have less. Under these conditions there would lii 

increase in available bank credit in the United States, and a decrease in 
available bank credit in Great RnVuin Uaa • > a aecrease in 

chasing power—in the United States and k u greater pur- 

Britain, the fact that both clnrtes ”ed th? 

check price changes in both countries With “ 

in the United States prices would tend to^ise whd ” ' 
would tend to decline, until -parity, had beeL re-eXher 



510 


OUR SYSTEM OF MONEY AND CREDIT 

The international gold standard did not, from this second point of 
viett', t\ ork as smoothly and automatically after World War I as it did prior 
to 1914. First, banking practices, extensions of credit between countries, 
and interference by governments in the foreign-exchange market impeded 
the flow of gold between nations. Second, tariff practices and (during the 
1930’s) the frequent imposition of import quotas restricted the free flow 
of goods from one country to another. Since the outbreak of World War II 
the international gold standard has altogether ceased to exist. At present no 
currency is fully convertible into gold, and international shipments of the 
metal occur only on government account. Whether and in what form the 
international gold standard will function in the future remains to be de¬ 
cided. As a contribution to the reconstruction of the world economy, an 
attempt will shortly be made to recapture some at least of its benefits. The 
free convertibility of one currency into another at a price fixed within 
narrow limits is to be gradually restored under the auspices of the Interna¬ 
tional Bank for Reconstruction and Development and the International 
Monetary Fund organi'/xd in Washington in 1946. The freer movement of 
goods has been proposed in tariff and other agreements negotiated through 
the International Trade Organization, an organ of the United Nations. 
These matters arc discussed below in Chaptei 29. 


THE GOLD STANDARD AND THE VALUE OF MONEY 

Altliougli the gi)ld standartl conferred important bcnefits-pattictilaily 
in tlic field of intctnational trade-thete is no donitt that it failed to pro¬ 
vide the hoped-for stability in tlie purchasing power of money. We shoii t 
recogni/x, however, that the extteme oscillations m tlic value of money 
whidt have ocentted in the recent past may not have been due so muc t 
to any inherent instability in the value of gold as to other factors. A syste 
of money which is based on convertibility into gold has many othci chaiac- 
tcristics which affect the value of the monetary unit. A part,cu ally mipot- 
tant characteristic of this kind is the system of commetcal hanking Le . 
suppose, for example, that banks increase their deposits yough ex ensioi 
of ire,lit at a rate more rapid than the supplies of goods and seiMccs a 
I, cing increased. The result will be that btiyets of goods and services w 1 
have more money with which ti, buy. If they use 

power by actually buying goods and services, thtue will be "’8 '; 
L v for the “general level of prices” to rise. This ,s anothe, t ay g fay 

that the “purchasing power of the dollafpvill fall Conver^ly throtjgh 
a net reduction of deposits by liquidation of loans, theic may ( 
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jpplies of goods and services also are reduced by appropriate aiiiounrs and 
t appropriate rates) result a fail in the “general Icx cl (jf prices that i>, a 
ise in the “purchasing power of the dollar.” lioth of these conditions ha\ e 
pplied, at different times, during the past two decades. A marked decline 
1 the purchasing power of the dollar occurred timing the inllationar\- 
eriods which followed World Wars I and II; a sharp rise in the puichas- 
ig power of money took place during the deflation of 19:9-:!:;. 

The question arises as to w hether the m ide fluctuations in the \ alue of 
loney experienced in the United States during the past thirt\- \ ears anti 
lore were caused by the existence of the goltl staiulard. it seems piobable 
lat they were not. It is clear, of course, that the precise scayr in N\hich 
lese changes occurred in the value of the tlollar w ere determinetl in I li ne 
leasure by the use of a gold monetarv base in this countiw. but ehaivaes in 
le value of moneys appear to occur c\cn moi'c isipitllv and w ith e\en 
reater violence in countries which either do not have a metallic monetarx 
ise, or have been forced to abandon such a base. Amonn the most con- 
licuous historic examples are the depreciation of the assi;^//ats in einhtcenth- 
intury France, and the inflation period in Germanx’ during and after WOrkl 
/ar I. More recent instances are furnished bv the currencies of Hunnaiw 
id China, both of w hich have become virtually valueless since the close of 
/orld War II. 


As legaids the x^alue of gold itself, it should be clear that the nohl 
andard does not fix the purchasing poiver of a gix'en quantitx' of <rohl; it 
erely fixes its price. For many years the price of pure qold in this country 
as exactly $20.67 an ounce (i.e., 23.22 grains = one dollar). Since January 
'34 its price has been exactly $35.00 an ounce. These exact prices have pre- 
iled simply because gold has been bought and sold at these prices by the 
nited States mints. It used to be thought that the value of gold as nioney 
IS determined by its value for use as ornament. A more plausible view- 
pears to be that its price for all other uses is determined by the price at 
lich it is bought and sold at the mints. This is essentiallx’ what people 
ian Avhen they say that the demonetization of gold would destroy much 
the value of the enormous quantity of gold now held in this country. 

In concluding this discussion of the gold standard, it seems appropriate 
point out that nothing said here is intended to imply that the gold stand- 
, as we know^ it, provides the ultimate system of money, or even the 
>st satirfactory system that is conceivable. It is, for one thinir, an expensix e 

sums of monetary ^old amounts to a 
isiderable burden for the community to bear. Gold bars in the vaults of a 
-lonal treasury or of a central bank, or even gold coins in the pockets of 
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individual people, while constituting wealth to the nation or the bank or 
the person, fall definitely within the categoiy of “noneaming assets.” If 
pieces of paper, entirely unrelated to gold, can be made to do all the work 
that is required of a satisfactory money, the cost that the monetary use of 
gold entails can be averted. On the other hand, it is clear that the main¬ 
tenance of a satisfactory' monetary system has a very large value to the 
community. If the ^^old standard is sufficiently superioi in this lespect to 
some alternative system, it follows that it is worth what it costs in excess 

of the cost of the alternative system. 

This is an area in which invention carries with it many subtle and seri¬ 
ous dangers. To change from an established system of money to a new 
and untried one carries with it great hazards for many people. If the ef¬ 
fects are extreme, as when—simply because people lack confidence in the 
money being used-it becomes impossible for exchanges to take place or for 
contracts to be made, the costs in terms of market collapses and lost pro¬ 
duction may quickly become much greater than any possible savings from 
avoiding the use of gold. Monetary invention also is faced with the necessity 
of recognizing that the kind of monetary system that will “work” effi¬ 
ciently in a country or an era with one kind of economic and political or¬ 
ganization will not necessarily have the same beneficial effects in another 
country or era in which these economic and political characteristics are en¬ 
tirely difTcrent. Before credit was as highly developed, both within and be¬ 
tween nations, as it is today the precious metals undoubtedly played an 
indispensable role in commercial transactions. Whether we could now do 
equally well without a gold basis for our credit structure, or xt'ith far less 
gold than we actually use for the purpose, is a question which has been 

hotly debated. , , • • j 

Ccmiiily a siilisrantial fraction of this country s wealth is tied up m 

the form of gold hats hutied in vaults at Fort Knos in Kentucky and else¬ 
where. Monetary gold held in the United States (other than that earmarked 
for foreign account, i.c., owned by foreigners) amounted late in .94 

world's entire stock of gold used for monetary purposes^I ' y- 
tion the problem uppermost in the minds of many people i whctl ei tl 
gold itself may not diminish greatly in value .ffiould the g" ^ ^ 
t international monetary system fail to be revived. If, m the futme, i 
national payments are settled, not by the physical transfer of go d bars fio 
Z country to another, but by the transfer of balances on the '“><>1' "f ^ 
newly founded International Monetary Fund, it would ‘ ^ 

of the yellow metal will be still further reduced m scope. In tlutt 
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maintenance of the value of gold will come to depend ever more complcrcK 
upon the continued willingness of the United States Treasury to buy' freshly 
mined gold at $35 an ounce. Nor at the present time do the prospects seem 
good for persuading other countries to hold larger amounts of gold, and fcjr 
reducing the very large stock held by the United States. 


GOLD AND SILVER POLICIES OF THE UNITED STATES 

The gold policy. The convertibility of currency into gold was aban¬ 
doned by the federal government in March 1933. nionrhs after this 
virtual abandonment of the gold standard there was very little certainr\- as 
to the stability of the currency. The President had l)ecn authorized by Con¬ 
gress to depreciate the value of the dollar in relation to gold. The only clcar 
line of policy which was indicated in this period was die intention of the 
President to reduce the gold value of the dollar, but just how or how much 
was not so clear. 

In January 1934 Congress passed the Gold Reserve Act which clarified 
American monetary policy somewhat and fixed certain limits to devaluation 
This act of Congress aimed at malting the American dollar cheaper in terms 
of foreign currencies. It was believed that such action would stimulate the 
export of American goods, since a cheaper dollar would enable foreigners 
to buy American goods for a smaller outlay of their own monev It vfn be 
recalled that most of the nations of Europe had abandoned the'gold stand- 
ar before this time. The British pound sterling, for example, had depreci- 
ated consderably ,n terms of dollars. Our own action in abandonino the 
gold standard m .933 had caused the dollar also to decline, thus brinoinv 
n more nearly to its earlier “parity” relationship to those European current 

Still fu her decline in the gold value of the dollar with a view to stimu- 
ting still more the e.xport of American goods, and in the belief that such 1 
stimulation of exports would cause increased activity of domestic biless 
greater domestic employment, and relief to domestic debtors. At the time' 
that the act was passed, the dollar already had declined to about two thiT 
of Its eariier gold value. The Gold Resen. Act provided * , 

50 and “r --en 

the Hd“t“^^ changes in 

«hi.ixing domestic prices and protecting the foreig7trl: oriZr 
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3. That the vast stocks of gold held by the Federal Reserve Banks he 
impounded in the Treasury, this gold to be paid for with gold certificates 
on the basis of the previously existing gold content of the dollar. This was 
to insure that the profits on gold due to devaluation would accrue to the 

government rather than to the banks. 

4. That $2,000,000,000 of this profit be set aside and used as a “stabiliza¬ 
tion fund” to prevent undesired fluctuations of the value of the dollar in 
foreign currencies, such preventive measures to be carried out through pur¬ 
chaser's and sales by the Treasury of gold, foreign currencies, and the securi¬ 
ties of the United States government. 

5. That the United States return ultimately to a new and modified gold 

standard. 

The provision to fix the gold content of the dollar at some point be¬ 
tween 50 and 60 per cent of its earlier weight imposed on the President 
responsibility for manipulating the value of the currency. The gold content 
of the dollar was fixed at 59.06 per cent of its earlier content. The only ap¬ 
parent reason in the President’s mind for this particular point, rather than 
some other one within the range permitted him by the law, was that with 
this gold content the price of gold was raised from $20.67 to exactly $3^ 


per ounce. , , . , 

^ Other provisions of the Gold Reserve Act require only brief comment. 

As s result of the transfer of the gold stock from the Federal Reserve System 
to the Treasury Department, the Reserve Banks came to hold ' ' 

cates-instead of actual gold-as a reserve against their liabilities. Howeie , 

the practical effect of this change was small. 

The establishment of the stabilization fund was a reply to the setti g 

up of a fund by the British government for opc®’™ ^ T Trbartite 
kL After the establishment of a similar fund by the F*-™ ’ P 

agreement was signed between the three countries in 193 «- Thereafter 
lueernds ^re^o be used by munial arrangement to secure exchan 
stability between the dollar, the pound, and the franc-a stability betwe 

:he values of the world's three chief trading f,“; 

existed since the abandonment of the gold standard by Great Br 
“ with the financial strains imposed upon Britain and F-»e by tl e 
Outbreak of World War II, this co-operation -neyf P 
It is planned to secure exchange staWity in the ti „ 
convertibility of currencies into gold, then through p 

International Monetary Fund (see CheptyyP)- 

It is important to observe that the Gold Resetve Act did 
lish the gold standard. The act required that the gold held y 
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be formed into bars of such weights and degrees of fineness as the Secre¬ 
tary may direct.” Thus, there will he no more coinat'e of ntdd and “no 

O D 

gold coin shall hereafter he paid out or delivered by the United States.” 
The arrangement by which people may, under e.\cepti(jnal circumstances, 
get gold from the government is what is called a “modified bullion stand¬ 
ard.” If some person can give proof that he must bat e gold in order to 
make payment in connection with an international transaction, he w ill he 
able to get the gold he needs. In order to give such prtnT, it is necessart' 
for him to show that he cannot buy the currency of that country through 
an ordinary purchase of foreign exchange. 

The silver policy. Another important aspect of recent monetary policy 
IS that affecting silver. The use of silver as money has been, for several 
decades, insistently demanded by the advocates of “cheap money" and also 
by members of Congress from the silver-producing states. The Br\ an frcc- 
silver campaign of 1896 is the outstanding historical example of this in¬ 
sistence. As commodity prices fell after 1929, and to many people aold 
no longer appeared to offer an adequate monetary base, the efforts of the 
silver advocates were renewed. Definite action liy the got ernment com- 
rnenced in December 1933 when President Roosevelt, acting under the au¬ 
thority of the “inflation amendment” to the Agricultural Adjustment \ct 
instructed the Treasury Department to buy ncM ly mined silver at 64 c’ 
cents an ounce-the market price of silver at that time being 43 cents. 

In June 1934 Congress passed the Silver Purchase Ac?. Under this act 
the price of silver must be forced, by governmental buying, to Si.29‘an 
ounce, or, failing that, the government must continue buying silver until, 
at t at gure the value of the stock acquired equals one-third that of the' 
stock of gold m the Treasury. In August 1934 the President, under au- 

TrTasur^ at a" delivered to the 

reasury at a price of 50.01 cents an ounce. By the end of April 19^. the 

market price of silver had been raised to a peak of about ninety clVts an 

/ ot jmy 6, 1939, Congress instructed the Treasurer 'k j 

tically mined silver at the fixed price of 71 i t pp ^ domes- 

Treasury’s buying price was raised m ^ 

of fo4„ siivL IL ^ 

^o.e,n sn™ .. 10. ce::r- r TorpXlf r 
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Treasury at a price above the market must, obviously, be regarded as a 
public bounty to the silver-mining industry, rather than as a phase of basic 
monetary policy. As to the earlier policy—that of increasing the Treasury s 
stock of silver until, at the arbitrary value of $1.29 an ounce, it equals one- 
third of the stock of monetary gold—the inflow of gold from abroad has 
been so great that a vastly greater amount of silver would have to be pur¬ 
chased now than would have been necessary when the Silver Purchase Act 

was passed in 1934. 

As our laws stand at present, silver is not a basic part of our monetary 
system. There are no strong grounds for believing that the heavy buying 
of silver has caused any rise in the general level of domestic prices. Its two 
principal effects thus far have been; (1) increased profits for silver pro¬ 
ducers and for speculators in silver; (2) monetary embarrassment to those 
countries which use the silver standard, and whose silver reserves have been 
drawn away by the heavy buying of our government. The dram was so great 
in the cases of Mexico and China that both of these countries were com¬ 
pelled to abandon the silver monetary standard. 


THE BANKING SYSTEM DURING WORLD WAR II 

As explained in Chapter 20, many important reforms of the banking 
structure were introduced in the .930’s. Especially, control by the Fedeia 
Reserve System over the lending activities of the commercial bai hs was 
greatly strengthened. At the outbreak of World War II the entire baking 
Ltcm was much more highly centralized than it had been during Wot 
War I Moreover, the controlling authority-the Board of Governors of t 

^^Irallserve Syste.. Washington-which in ,9.4 lyd only ,ust op 

for business, in .9,9 h-' n quarter-century’s "I*; 

signs suggested that the banking system was in much belt . ' P 
the financial strains imposed by a maior war than it la ’'y ^ 

years earlier, y the same ''"y neither e.ner- 

much greater than those imposed by the ’ ^ ^ ^ 

the dollar. As wc shall see, despite its gtea y • ^ 

the Reserve System was no more means of 

World War I to prevent a substantial dose 

navmcnt. 



MONEY, BANKING, AND PUBLIC POLICY 513 

It has already been explained that the ability of the commercial banks 
to extend additional credit depends upon their reserve position, that is, upon 
the degree to which their actual reserves deposited with the Reserve Banks 
exceed the minimum required by law. The flight of capital from Europe 
to the United States during the years preceding the outbreak of World 
War II, and the consequent inflow of gold into this country, had placed the 
banking system in a very liquid position. By 1940 member-bank reserve 
balances of about $14,000,000,000 were roughly twice reejuired rcscr\’es. 
In other words, excess reserves of some $7,000,000,000 were available as a 
basis for ciedit expansion by member banks. The banks \\ crc therefore in 
a position to make greatly increased funds av^ailable should the demand for 
ciedit expand as a result of the war. As the defense effort got under wa\', 
and was transformed after Pearl Harbor into full-scale mobilization of the 
nation’s resources, greatly increased demands for credit were (piick to 
develop. 

Wartime borrowers were of two kinds. The federal government, to 
pay troops and to purchase munitions and supplies, needed funds greatly 
in excess of its tax revenues. In addition, manufacturers of military supplies 
of every variety made increased purchases of labor and materials. In part 
this growth of spending by government and by business was a means of 
absorbing into the war effort previously unused human and natural re¬ 
sources. Housewives, youngsters, and retired w orkers were drawn into the 
labor market; untapped reserves of lumber and minerals were brouerht into 
production. To pay for these additional resources needed by the war effort 
additional expenditures over and above peacetime levels'were obviously 
necessary. However, the mobilization of previously idle resources was suf¬ 
ficient to account only in part for the vast wartime growth in expenditure 
y government and by business. Much more important w^as the need to 
rans er arge quantities of already employed resources from peacetime to 

had to be petsiiaded to work at unfamiliar occupations, often in distant parts 
of the country. In satisfying the urgent needs of war production it was^fre- 
quently found necessary to pay more for resources than they had been 
worth m peacemne. In part, therefore, the increased spending reflected in 

^ons from their own funds, 

in spending was therefore by theEnited1tates"Trery“ 
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creased and tax collections rose from less than $6,000,000,000 in the fiscal year 
1939-40 to more than $44,000,000,000 in 1944-45. throughout the war 
federal expenditures, which during the last year of the war topped |ioo,- 
000,000,000, far exceeded tax revenues. The deficit was of course financed 
by borrowing; between the end of 194*^ * 94 *^ Treasury 

borrowed altogether about $207,000,000,000. Of this vast sum a large part— 
about $i29,ooo,ooo,ooo-was borrowed from individuals, or from savings 
banks, insurance companies, and other institutions outside the commercial 
banking system. The remainder—about $78,000,000,000—was furnished 
partly by the commercial banks ($57,000,000,000), and partly by the Fed¬ 
eral Reserve Banks ($21,000,000,000). 

Broadly speaking, that part of the increased government spending 
which the Treasury financed by borrowing from persons other than banks 
was matched by a reduction in spending by those persons who subscribed 
to issues of war loan. When the lenders were banks, on the other hand, the 
situation was quite otherwise, for freshly created means of payment were 
placed at the disposal of the Treasury. The ability of the Reserve Banks to 
create additional credit was assured by the presence of vast stocks of gol 
at the same time the commercial banks had ample excess reserves m sup¬ 
port an expansion of their lending operations. The manner in which the 
Lserve System furnished the Treasury with some $21,000,000,000 toward 
the cost of the war is shown in Table 17. 


Table 17 twelve federal reserve banks: principal assets and 

LIABILITIES, 1940 AND 1946 


(in billions 


ASSETS 

Gold certificates 

U.S. government securities 

LIABILITIES 

Federal Reserve notes 
Member bank reserve balances 


of dollars) 

Dec. 31, 
1940 

Dec. 31, 
1946 

Change 

19.8 

18.4 

- 1.4 

2.2 

23.3 

+ 21.1 

5.9 

24.9 

+ 19.0 

14.0 

16.1 

+ 2.1 


It will be seen thnt Federal Reserve holdings of United States g 
ment securities increased about tenfold, but member-bank reserve balance 
increased only slightly. Excess reserves of member banks were so aige 
"at 4 needed'only small amounts of 
course of the war. Plainly most of the expansion of Reseive Ban 
moT^fl of greatlyLreased issu'es of Federal Reserve notes, i.e., of 
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irrency in circulation. This currency went to meet increased pay rolls and 
ending by the public, and for use by troops and military occupation au- 
orities overseas. 

Let us now see how the commercial banks provided the Treasury ith 
7,000,000,000 (Table i8). 


ible ]8 ALL COMMERCIAL BANKS IN THE UNITED STATES: 

PRINCIPAL ASSETS AND LIABILITIES, 1940 AND 1946* 


(in billions of dollars) 


ASSETS 

Dec. 31, 
1940 

Dec. 31, 
1946 

change 

Loans 

18.8 

31.1 

+ 12.3 

Investments 

U.S. government securities 

17.8 

74.8 

+ 57.0 

Other securities 

7.3 

8.1 

+ 0.8 

Total loans and investments 

43.9 

114.0 

+ 70.1 

Ratio of U.S. government securities 

to total loans and investments 

40.5% 

65.6 % 


LIABILITIES 

Customers’ deposits 

54.4 

126.4 

+ 72;d 


* Commercial banks form a sirghtly more inclusive category than member banks. 
icJe nonmember banks disclose an almost identical picture. 


Figures which 


: expansion of commercial bank credit during the six-year period may 
measured by the growth in total loans and investments from }44,ooo,- 
,ooo to $114,000,000,000. Some additional loans were evidently made to 
ness or other borrowers, but by far the largest part of the increase- 
.ooo,ooo,ooo-comprised additional holdings of United States uovem- 
it securities Since the making of a loan, or the purchase of a security 
t bank mvolves the creation of a deposit, we naturally expect to find'i 
espondmg growth in deposit liabilities. In fact, customers- deposits of 
ommercial banks rose from $54,000,000,000 on December ti 1040 to 
.,000,000.000 on December 31, ,946. We have already seen that the’in- 

L“h d‘’”'‘ ™ "“"'y small-about $t,ooo,ooo,ooo. 

he other hand, excess reserves of nearly $7,000,000,000 in ,940 fell to 

jtan $ 1 , 000 , 000,000 in , 946 . The changes in amount and distribution of 
bank assets are shown in Fig. 26. 

7 result of the wartime financial operations of the government. 



Figure 26 all commercial banks: percentage distribution of assets, 1940 AND 1946 

^ ^ . 



December 31. 1946 
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In summary, commercial-bank customers’ deposits rose by $72,ooo,ooo,o(jo, 
and Federal Reserve notes in circulation by $19,000,000,000. These enor¬ 
mous increases in the means of payment evidently resulted from additional 
lending by banks and enabled the vast wartime increase in spending—b\' go\’- 
ernment and by business, but especially by the former—to l)c financed. As 
war expenditures declined after the middle of 1945, tlie expansion in bank 
credit slowed down; indeed some of the figures quoted for December 31, 
1946, had fallen slightly from their wartime peaks. Fortunately or unfortu¬ 
nately, the processes of credit expansion are not easily reversed, and the 
volume of purchasing power in the hands of the public is likely to remain 
very much greater than it was prior to the outbreak of World War II. This 
probability has led many people to believe that the cost of living and com¬ 
modity prices generally are also unlikely to return to prewar lex cls. 


GOVERNMENT SECURITIES AS BANK ASSETS 

In addition to the expansion of bank assets, a marked change has taken 
place in their character. Thus it will be seen from Table 18 that of all loans 
and securities of commercial banks in 1940 two-fifths consisted of United 
States government securities; in 1946 the proportion had risen to t^ o- 
thmds For every fioo which the banks had lent to businessmen or private 
individuals at the latter date they had lent $200 to the federal government. 
It IS apparent that, as a consequence of financing World War II, the func¬ 
tions of the banking system as a supplier of credit were altered; ihe financ- 
ing of nongovernmental borroxvers became a quantitatively less important 
function than the financing of government. 

We may expect that this situation will be slowly reversed during the 
postwar penod. As the credit needs of peacetime industry expand the com 
mercal banks may even be forced to sell some of their gove™,lt Lcuri' 
les to make way for commercial loans. Indeed this has aheady occurred to 
some extent; loans of all commercial banks were almost Loo 

States government secunties had declined hy a similar amount 
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to their rnaturity, supposing that it wishes to lend to other customers, or 

simply to replenish its holdings of cash. 

The difficulty can be illustrated by a rough numerical example. Sup¬ 
pose the Treasury sells a $1,000 bond, yielding $30, or 3 per cent, yearly, 
and repayable in five years. Suppose further that, after the bond is issued, 
the rate of interest on fi\-e-year government bonds rises to 4 per cent. A 
potential buyer of the bond, since he can get 4 per cent by investing his 
money else^ here, tt ill pay only around $950 for it. (The annual yield is 
then $40, or about 4 per cent, since the bond pays $30 interest, and in addi¬ 
tion can be expected to appreciate in value $10 a year on the average.) It is 
plain therefore that a rise in interest rates will lead to a decline in the value 
of fixed-interest obligations, such as those issued by the Treasury. Such a 
fall in the prices of government bonds does not reflect any lessening 0 
confidence in the ability or willingness of the Treasury to repay the o 1- 
gations at maturity, but is simply a result of a change in the terms upon 
which new loans arc being made in the capital market. 

The bearing of this principle upon the liquidity of the banking system 
is plaimTo be ffip.id, an asset must not only be marketable, but also mar¬ 
ketable u-ithoul L. In the case of the banks, these losses need not be so 
serious, sirould rates of interest rise, for they chiefly hold ^ 

gations. ISonels evhich are repayahle in the near 

than honds not repayahle for many years to come. \ct the.e can he no 
„ su'naent nse i., interest rates could render the enttre banle- 

ing system technically insolvent. 

The dislike of the hanking syste.n for any sharp or ™ 

1 .• 1 1>V7 tlie Treasury, though for someuhat difteie 

From timl to time ohligations of the federal g-c™'™ mature 

and the Treasury must.. afresh ^ 

terest rates tlicreforc mean an increase in the cost cany g p 

f nn increase in the cost of borrowing? Ulti- 
Wha, are the ,,, ,he demands of 

matcly interest rates are .settled by the lei 

potential horrowers and the supp y o ‘“'la chiefly 

!i„.e expentl,tores are a thing of the '"T ";7y:;':;:;h.apta re- 
„cc„r to (ill » the iontpethion of peacetime 
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sihlc for theTederal Reserve "-f'^yXy'^' /rclmcrcial banks 



MONEY, BANKING, AND PUBLIC POLICY 523 

the disposal of the member banks and to encourage them to expand credit 
even above present levels. Such a policy would however add still further to 
the inflation of bank credit \vhich has already occurred. Here is a dilemma 
which has been the subject of much recent discussion, but which at this 
writing the Federal Reserve System has not yet had seriously to face. 


THE RESERVE SYSTEM AND THE LEVEL OF BUSINESS ACTIVITY 

We come now to the thud and last major problem of banking policy 
to be discussed here. What responsibility, if any, should the banking system 
assume for stabilizing the purchasing power of the dollar and the level of 
business activity in the nation.? Since the outbreak of World War II the 
economic system has been operating in high gear, first in response to the 
needs of the v'ar effort, and more recently in consequence of the backlog 
of civilian demand resulting from four years’ concentration on military 
needs. Certainly it was unnecessary during these years for the banks delib¬ 
erately to stimulate business. The banks were indeed forced, by the needs of 
the Treasury, to permit credit to expand to a degree which has allowed a 
substantial decline in the purchasing power of the dollar to occur since 
Poland was invaded in the fall of 1939. But by and large the banks were 
mainly concerned during the war with the technical job of marketing the 

vast volume of government obligations which issued from the Treasury in 
an apparently unending stream. ^ 

The decade of the thirties now seems a distant era, and the problems 
wh.ch then exercsed bankers and businessmen have a faraway^ual tT 
Nevertheless, one would be foolish to prophesy the continuation of the' 
present sellers market for goods, or to maintain that the economic system 
continue to operate automatically and indefinitely at curren/hinh 
le s. nee the backlog of civilian demand, especially for durable eoods 
uch as automobiles and housing, has become somewhat satisfied unemplov 
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this field, that their function in relation to the volume of credit is essentially 
to follow a lead set elsewhere. Policy in this matter rests with the Board 

of Governors of the Reserve System. 

It has already been explained that open-market operations allow the 
Federal Reserve Banks to vary the reserves of the member banks upward 
or downw ard w'ithin rather wide limits. The Reserve Banks have the power 
in addition to vary the minimum percentage ratio of cash to deposit lia¬ 
bilities required by law for different classes of member banks. It is with the 
Reserve Banks, therefore, that discretion rests, and it is they who have re¬ 
sponsibility for deciding whether the volume of credit is appropriate, or 
vTether it should be expanded or contracted. In addition to having rather 
complete control over the reserve position of the commercial banks taken 
as a whole, the Reserve System can powerfully influence the price of credit 
By raising or lowering its rediscount rate it can force changes m the level 
of short-term interest rates, including the rates at which commercial banks 


lend to their customers. u ■ r 

After the establishment of the Federal Reserve System m .91J the exist¬ 
ence of these opportunities for the deliberate control of credit was not at 
first generally recognized. As explained in Chapter to, the intention o those 
who drafted the Federal Reserve Act had been that the assets of the R - 
serve Banks should mainly consist of commercial paper brought bj ““ 
banks for rediscount. The volume of bills drawn was supposed to fluctuate 
closely with the activity of business in general. It was therefore hoped that 
the simply of credit would be responsive to the needs of tasmess, expan - 
ititess activity increased, and contracting ^th a slackened dem^d 
accommodation. This was the theoiy of the “elastic cun- X . ™ 

envisaged for the Reserve Banks ^ ™ 'it ^Hli Re- 

assets And business took increasingly to financing its operations by metho 

Other than the commercial bill or bank acceptance. 

On the one hand the Reserve System found it progressively mom dif- 
ficiil for technical reasons to maintain a purely passive attitude. ^ he 
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Reserve Banks should raise their rediscount rates, so making borrowing by 
member banks expensive; and should sell securities, so cutting member-bank 
reserves. Bank credit would contract, spending by business and the public 
would sloM- down, and prices would cease to rise. In periods of business 
recession and falling prices, on the other hand, an opposite policy was urged 
upon the Reserve System. Rediscount rates should be lowered, and open- 
market purchases of securities should be made by the Reserve Banks, so 
that member-bank reserves would be expanded and the lending operations 
of the commercial banks encouraged. The volume of credit would expand, 
spending by business and the public would increase, and the decline in com- 
modiry prices would be checked. Against this school of thought, the Re- 
ser\ e S\ stem, \\ hile it nev^er went so far as to deny altogether its power to 
influence business conditions, has tended to take the position that its pri¬ 
mary function is to see to it that industry is supplied with just so much 
credit as it needs, and that its critics exaggerate its powers of regulating 
indnstrial activity. 

This question was submitted to a partial—but unfortunately inconclu¬ 
sive-test during the Great Depression of the thirties. Between 1929 and 
1932 commodity prices fell sharply, production declined and unemploy¬ 
ment rose. During these years the Reserve System lowered its rediscount 
rates and from time to time purchased fairly substantial quantities of securi¬ 
ties in the open market. The effect of these operations upon the volume of 
bank credit seems to have been negligible. The result of such open-market 
purchases was to reduce member-bank indebtedness or to increase excess 
reserves, but not apparently to stimulate member-bank lending. This para¬ 
dox IS explained by reference to the factors mentioned above as determin¬ 
ing the amount which a commercial bank will lend. For an expansion of 
bank credit to occur, two conditions must be fulfilled. First, the commercial 
banks must be in a comfortable reserve position: this indeed xvas the case 

borrow Orr" I;"’''' “ 
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arb h.rt,es business was so unprofitable that businessmen had no incentive 
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ble, there ^^'as little the Reserve Banks could doj but had the Reserve 
System adopted a bold policy of credit expansion in the spring of' 1930, let 
is say, instead of taking somewhat halfhearted measures as late as 1931 and 
[932, the story might have been different. So some critics have argued 
Dther writers, meanwhile, have concluded from the experience of 1929-32 
:hat there is little the banking system can do to mitigate business depres- 
dons, and that the remedy must be sought elsew'here, for instance througl 
large-scale public investment at those times when private business contract: 
its capital expenditures. 

At this point it is not possible to go more deeply into the matter 
However, should the period of business prosperity which followed the clos( 
of World War II be followed by significant recession, we may be sure tha 
the controversy as to the powers and responsibilities of the Federal Reserv 

System will be revived. 



CHAPTER TWENTY-TWO 


How corporations ore financed 


In Cliaprcr lo it -was pointed out that the corporui.m is. ,)|| 

a capitirl-niisiny device. It also has l)een pointed out ihai hiisnK-ss 
piiscs conic into existence thrmiyh coininitinents of capiial. 1 he coi jiMnii. 
form of organization enahles a group ..f people to pool their teoMiieLs in 
order that they ina)- conduct a common enrerpnse. L'nder modern condi¬ 
tions the capital needs ol a Imsincss concern frei|uentl\ ,ire greater than e m 
be supplied by single individuals or small groups, m.ikmo it iiecess.irv that 
the resources of many people be brought together. It has heeii shou n th.it 
the corporate form also has facilitated the attainnient of less desirable ends, 
such as the eva.sion of responsibility and creation of iiioiiopoK . ^ et. lo.,bed 
at merely as a device for raisitig capital, there are main desinble. ewn 
necessary, functions n hida the corporate form of organization can perform 
in the modern system of private enterprise. 

FINANCIAL REQUIREMENTS OF CORPORATIONS 

Every bipncss c<)„ccm has needs Inr eapital thr„nvh.n,r the perl.vl o' 
ts extstenee. Certain „f these needs artse in tl.e verv ,n'ee,,ti„„ 

financial requirements of an enterprise arc of three tv pcs- . , , , 

amount of capital with which it should start- i d o • ' f .. ' 

quasi-permanent chanocs in capital needs- '( d f' pvrmanent ot 

business enterprises of'.ither 

tion, however, is a type of busLesi ^ 
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as to the means employed in supplying its financial requirements, especially 
its needs for long-time financing. To make this difference clear, we may 
\\ell classify the financial requirements of corporations according to their 
needs for “working capital” and for “fixed capital.” 


WORKING CAPITAL 

That portion of the assets of a corporation which is not tied up in any 
fixed or permanent form is commonly called the corporation’s ‘hvorking 
capital.” Its princijxil forms are: (i) cash or deposits in banks; (2) accounts 
and notes receivable; (3) stocks of finished goods on hand; (4) semifinished 
goods and raw materials on hand; (5) securities of other corporations (or 
of governmental bodies) which are held as investments and not for purposes 
of control. These items of working capital constitute also the “quick assets 
of a corporation, in the sense that they consist either of cash or of prop¬ 
erty which can be converted into cash in a relatively short period of time. 

It will be observed that all of them, except investments, tend to be liqui¬ 
dated in this manner in the ordinary course of business. 

The periods of time for which particular items of working capital are 
needed vary greatly among different firms and different kinds of business. 
The amounts of working capital required by some concerns vary consider¬ 
ably at different times. Thus a firm that builds ships or bridges will some¬ 
times have large sums tied up in materials and semifinished products and so 
will need large amounts of working capital, whereas at other times it w 1 
have little work in process and consequently will need only 
of working capital. Again a firm that makes wine will be -ntpel to 
all of the graiU that it uses for an entire year of its business duimg the 
nKinths of September and October. During those two months its purchases 
of raw inaterLls probably call for outlays greater than the income cunen y 
received from the .sale of finished goods. During the other ten nion 0 
rhe year, the concern continues to sell its .stock of fin.she good, w ; 
is nm purchasing any of this particular raw material. Both ^ 

rions given are Les of the “frequent temporary changes 
referred to in the classification above. In .such cases it os- ly ^ 

:;r “7 “ 

for the shortest possible period of time. 
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HOW WORKING CAPITAL IS SECURED 

There are many firms, however, in which the need for w orkinc^ capital 
does not vary greatly from time to time. If, for e.xamplc, a l)ridgc-l)LiildinL,r 
concern could so arrange its contracts as to be alway s about c(|uall\- bus\' 
building bridges, the amount that it would have invested in materials and 
partly finished bridges would—except for changes in prices—always be 
about the same. A less hypothetical illustration is a w lK)Iesalc-!4roccry firm. 
Its working capital, consisting principally of stocks of merchandise and of 
accounts receivable, is likely to vary much less over a pei'iod of time than 
is that of a concern that builds bridges. Even a firm of this kind probabK 
would find it advantageous to have larger inventories at some times than at 
others and to extend credit to its customers more frcclv at some times than 
at others. Changes in the prices of the goods it handled also w ould cause 
the value of its inventories to increase at some times and to diminish at 
others, and would affect in the same manner the amount outstandiiifr as 
accounts receivable at different times. These occasional and temporarv 
changes in need for working capital could be met most cconomicallv 
through the use of some short-term credit, such as commercial credit fur¬ 
nished by banks. But the amount of working capital which is needed per¬ 
manently in the business should be-in fact, would virtually ha^'e to be- 
provided by investment, or long-term, credit. 

The credit terms of both purchase and sale have an important hcarirm 
upon working-capital needs. If, for example, a firm buys goods on tliirty-daf 
credit and sells them on sixty-day credit, the amount of u orkino capital re¬ 
quired wdl be greater than if it bought on sixty-day and sold on thirty Some 
merchandising concerns keep their direct needs for working capital low sim- 
ply by arranging to get fairly long extensions of credit fron, the firms from 
xvhich they buy, and either to sell for cash or to grant only very short 
extensions of credit to their customers, in such a case the concern is of 
couixe getting its working capital from the finals fron, which it buys and 

ug higher prices for the merchandise ir buys. When goods are sold 
.be ■‘installment plan,” the seller usually does n Jr caly h cred t Ided 
to customers, bur discounts the customers’ installmenf 0^^^, fi 



530 


OUR SYSTEM OF MONEY AND CREDIT 


FIXED CAPITAL 

What constitutes a corporation’s “fixed capital” can be inferred from 
the description w hich has been given of working capital. It consists of all 
the assets of a concern that are of a permanent or quasi-permanent nature. 
The principal forms are: (i) lands and buildings; (2) machinery, fixtures, 
and other long-lived physical equipment; (3) intangibles of lasting value to 
the business, such as patent rights, franchises or a preferred standing in the 
market in which the concern sells or buys (sometimes carried as an asset in 
the balance sheet of the company under the name, “good will ); (4) securi¬ 
ties in other corporations that are held for the purpose of control. It will 
be observed that none of these assets are “quick assets”; that is, none of 
them can be converted quickly into cash. The securities of other compa¬ 
nies might be so converted but only at the cost of losing control of the 
compaiues concerned; if the corporation oxvning the securities were pri¬ 
marily a holding company, the sale of these assets would amount to its 

extinction. . , , 

Whereas the working-capital needs of a corporation may e y 

the use of either short-term credit or long-term credit, its fixed-capital needs 
■always arc met by the use of long-term, or investment, credit, t may occa- 
signally happen tliat a corporation temporaniy finances an enlaigemen o 
its plant by issnitig notes which mature witlain two or three years, or even 
by borrouittg from a commercial hank. Almost always, however, the cor- 
L' tlm, will repay such ‘•inter,nediate” credit at the ea. ,cst opportuny. 
L soon as the rite of intcest declines, or the .natket Jy”* 

the corporation will sell an issue of long-term secunt.es and use the pro 
clcds t,! repay other types of credit; it will do this .n every case where the 

funds in (lucstion were used to finance fixed capital. 

"potations which begin their existence xwtb rclanvely s^ 1 

anrounts of capital “grow from within” by apply,ng therr 

pital Upenif the cor. 

turned around and reinvested these dividends in yy ’y'yyp; , is owned 
,.;„,,ase of stock. The .bird Motor CoyF';);; such 

hy the y accu,m,l«tion, while possible 

growing from w thin. I h.s f^irfy typ- 

to any successful corporation, has only in tecen y 
ical n! corporations in general. And even yet the p.actice does p 
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the necessity for new corporations to secure their capital throunh selling 
their securities to investors-frequently to large numbers of investors. I'he 
method of growing from within does not provide the amounts (jf initial 
capital that are needed by a new concern, and tlicse sometimes are \'er\' 
large. Self-financing becomes more frequent as time goes on and the 
typical size of business enterprises becomes larger and larger. The more 
recent tendencies of the growing from within” method (jf coi'porate 
financing will be considered at a later point in this chapter. 


CORPORATE BONDS 

All corporate securities fall into two fundamental categories, stoebs and 
bonds.i The stockholders are the legal ow nets of the enterprise, and there¬ 
fore normally have entire control of management, while the bondholders 
are creditors of the corporation and have, under ordinary circumstances no 
voice in management. Further, being creditors rather than ou nets, bond¬ 
holders have no liability with regard to obligations of the concern. 

_ A corporate bond is a written contract by ^^•hich the issuing corpora¬ 
tion promises to pay a specified sum of money at a fixed time in die future 
(usually more than ten years after the promise to pay is made) and is com¬ 
mon y one o a series of similar bonds, all bearing interest at a fixed rate 
Bonds are issued to attract capital from those investors wlio tvish to obiain 
the greatest possible degree of security and, for that end, are tvilling to 
ccep a re ative y small fixed return on their investment. Since the bond- 
older is a creditor, he does not buy a share of ownership but nierelv lends 
capital to the corporation, usually for a definite periodbf vears T« entv 
years is a fairly common period for the life of a bond. The standard almost 
universal type of bond today is the wongag, bond. The basic theorv of the 

re?crof°Ae" value 
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security afforded will be of great importance iii deteimining the price at 
which the bonds can be sold, i.e., the rate of interest which the corporation 
has to pay during the life of the bonds. Some bonds represent a mere 
promise to pay, and rest on the general credit of the corporation: these are 
called debentures. Ordinarily, for a given company, a mortgage bond can be 
sold to yield a lower rate of interest than a debenture, a first mortgage on 
the property a lower rate than a second mortgage. Due to changes in 
market rates of interest which occur at different times, it sometimes hap¬ 
pens also that a corporation will benefit by retiring certain outstanding 
bonds with the proceeds of a new issue of bonds bearing a lower rate of 
interest. Such bonds are known as “refunding bonds.” The refunding 
operations” which have been carried on by a number of corporations dur¬ 
ing the past several years have consisted principally in taking up outstand¬ 
ing issues of bonds bearing relatively high rates of interest with the pro¬ 
ceeds of new issues bearing relatively low rates of interest. 


CORPORATE STOCKS 

Practically all of the many varieties of stock found m modern financial 
practice may be classified as either preferred or common stocks. By pre¬ 
ferred stock is meant those types which have prior claims against the earn¬ 
ings, and often against the assets of the business in case of liquidation. By 
common stock is meant those types which possess the iigit to a 
inns and assets that remain after all prior claims have been met. Preferred 
stock may or may not carry the voting privilege, while common stock or¬ 
dinarily does so. In recent years there has grown up a practice of dividing 
the ctimmon stock into two classes, one of which carries the P”' 

lege while the other docs not. In any case it is usually true today that th 
control of management is ultimately vested in all, or in some gioup o , 
common stockholders. Often, where 

the voting privilege, there is also a provision m the bylaws of , 

fiirthat the prekrred stock may he retired by a ma|or,ty vom o^h 
common stockholders. Under such circumstances, ''"/""Tinrof Eng- 
preferretl stockholders is similar to the veto power of the King t g 

of dividends, and is usually “cumulative" as to t jivi- 

mcans that no dividends may be paid on «„ck- 

dends due on the preferred stock have been pa t. . I 

holders are owners rather than creditors of the business, th y > g 
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to take over the control of management, still less to sue the corporation, 
in the event of nonpayment of dividends. Under such circumstances, the 
security of the preferred stockholders lies chiefly in the fact that all arrears 
in dividends due them must be paid in full out of future earnings before 
any dividends can be declared and paid on the common stock. 

The dividend rate on preferred stock normally is somewhat higher 
than the interest paid to bondholders. This difference in rate of return in 
favor of holders of preferred stock is made necessary by the fact that i)ond- 
holders possess claims both to earnings and to assets w hich have pri()rit\’ 
over those of preferred stockholders. Consequently, preferred stock appeals 
to that class of investors desiring a higher rate of return than can be ob¬ 
tained from bonds together with a greater degree of security than ajtplics 
to common stocks. In passing it may be observed that the common stocks 
of some corporations are more secure investments than the preferred stocks 
of others. Yet the preferred stock of a particular corporation talccs prece¬ 
dence as to earmngs-and often also as to assets-over the common stock of 
that corporation. 


THE CAPITAL STRUCTURE OF CORPORATIONS 

“Capital” and “capitalization” are words which have different meanings 
in different contexts. In the context of previous chapters, we have ordinarifv 
meant by capital only tangible assets-macliines, buildings, inventories For 
our present purpose we may regard the capital of a bmines! enterprise as 
the net aisets of the business which have been secured for continuing use ” 

to m uncertainties. The term is used sonietimes 

mean the money value of these net assets, and sometimes to mean the 
assets (or “capiml goods”) themselves. For present purposes ,a so we 

* d ^ corporation as referring to’ the securities 
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more dillcrcnr kinds of mortgage bonds outstanding, aggregating in each 
case more than se\en hundred million dollars. 

1 he success ot a corporation is affected greatly by its capital structure. 
Of recent years a great deal of attention has been directed to the “over¬ 
capitalized” condition in numerous concerns. Such “overcapitalization” 
e.xists w henever the “ff.xed charges,” for interest to be paid on bonds, and 
di\ idends to be paid on preferred stock, exceed the earnings normally avail¬ 
able for meeting such charges. When such conditions exist, especially with 
reference to interest on bonded indebtedness, the only method by which 
the capitalization can be reduced is through the painful process of bank¬ 
ruptcy and the sale of assets, or the reorganization of the company in the 
interests of its creditors. 

Since common stock represents the equity or basic ownership, it fol- 
loxvs, of course, that every corporation must have common stock outstand¬ 
ing, whereas only those corporations which choose to do so have preferred 
stock or bonds outstanding. Whether a corporation w ill issue bonds or not 
depends on several considerations. Leaving out of account the special inter¬ 
ests of “control groups,” the most important consideration is whether the 
stockholders of the corporation will receive larger earnings for themselves 
after paying the interest on a bonded debt than they would receive if divi¬ 
dends had to be paid on a larger quantity of stock. Another consideration 
is the relative marketability of stocks and bonds. Thus a corporation which 
has no bonded debt, whose earnings at present are low and w'hose common 
stock is consequently low in market value, may find that it will have no 
difficulty in selling an issue of bonds but that it could not add to the amount 
of its stock outstanding without causing a still further decline in the market 
value of its shares. If it is reasonably certain that the proceeds of the bonds 
wall enable the corporation to increase its earnings by more than enough to 
meet interest and sinking-fund charges, it xvould be the part of good busi¬ 
ness judgment to issue bonds instead of increasing the amount of stock 

outstanding. 

RIGHTS AND POWERS OF CORPORATE-SECURITY HOLDERS 

Stockholders. As stated above the stockholders are the legal owmers of 
a corporation and, as such, possess ultimate control of management. This 
control is lost only wdien the business is unable to meet the claims of cred¬ 
itors and consequently is foreclosed and expropriated for the benefit of the 
latter. In the control of management it is an almost umversal rule that eac 
share of stock has one vote, and that a bare majority of stock, or votes, 
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holds the power of making all corporate decisions. Tlic chief exception to 
this rule is found m certain co-operative associations w hich achieve democ¬ 
racy of management by limiting each stockholder to a single vf^te regard- 
less of the number of shares of stock that he may own. There also ai e^or- 
porations, as was pointed out, in which only a designatetl t\ pc of common 
stock carries the voting privilege. 

It usually has been the custom in the past to issue common stock with 
a nominal par value, but at present there is a gro« ing practice „f issuing 
common stock with no par value. It lias liccn argued that the lattci- practice 
IS much to be preferred, since the former often tends to create a (ictitioiis 
value for the stock in the eyes of the investor. Since, in the event of failure 
o the business, there are rarely any a.ssers left to be divided ainoii!; common, 
stockholders, the market value of common stock depemis almost cntireli- 
upon the past and prospective earning record of the corporation There is 
no necessary relationship, therefore, between a nominal par valu'e and the 
e.xisting market value of a common stock. Such a relationship exists it is 
me, lyen the common stock represents an actual capital investment but 
ven then It exists only at the moment of investment. As soon as the invest 

ment te been made, the two values part company, and if they coincisle 
again later, it is entirely a matter of accident. 

of of"”*"'*”- 1''’' p™«ti 0 n of bondholders lies in the priorltv 
ir c aims against both the earnings and the assets of the 

holders must be paid in full before there can be anv divk' r ' 

no voice whatsoever in Ae Z “ '>™'diiolders havi 

wuaisoever m the management of the concpi-n wur. • 

not paid, they may then either sell the assets of the rnr ■ " 

their claims, or reorganize thp po j ^ ^ coiporation to satisfv 

are usually classified! first seconlT^^"^ ^ management. Bonds 

with the priority of their’claims ’agL'nst thTass^tf >'n_accordance 
corporation. ^ assets and earnings of the 

Although the creditorship status of the bnnrii u i 
status of the stockholder make for o h and the ownership 

in legal theory, this dto! tLs toT be- een the two 

The chief practical difference is merely on^^^f practice, 

earnings. As we have seen the bonHh U priority of claims against 
protection against loss by holding a m!t^^^ theoretically a complete 
erably greater than the total amount!f rf! '''''' 



536 


OUR SYSTEM OF MONEY AND CREDIT 


w ill be the ease if ir is not making a profit. Fixed assets, such as factory 
buildings and specialized machinerv, are difficult to transform to other uses 
and in ease of failure mav shrink in value to only a small fraction of their 
original cost. Their value as long as thev are embodied in a going concern 
grearh' exceeds their value as junk. 

The bondholders, therefore, may discover that the value of the prop¬ 
erty pledged to secure their bonds is far from adequate to cover their claims. 
Under such circumstances they often will suffer less loss if they do not 
exercise their riqht of foreclosure but merely wait and hope for better 
times. Even y hen they do foreclose and take over the property, they are 
much more likeh' to reorganize the business under a new management than 
to attempt to realize on the assets. Thus the greater security of bondholders 
lies not so much in the fact that they hold a mortgage on the property as 
it docs in the fact that their claims to earnings must be fully satisfied before 
anything can be paid to stockholders. In this sense the difference between 
bonds and preferred stock is practically the same as the difference between 
preferred and common stock'. It is essentially a matter of priority of claim 
to wlvatcvcr earnings arc made. 


SELF-FINANCING BY CORPORATIONS 

It was pointed out above that some corporations accumulate capital by 
“growing from within,” that is, by applying their own earnings to further 
capital expansion, (dearly such a method of acquiring capital cannot provide 
the funds needed by new concerns, and there often arc almost equally ob¬ 
vious situations in which the need of an established concern for large 
amounts of additional capital cannot be met out of accumulated earnings, 
and in which recourse must be had to issuing and selling stocks or bonds of 
the corporation. Yet the accumulation of capital by “growing from within 
appears to be gaining favor and to be practiced more and more by well- 
established corporations, d'liat is to say, an expanding business will tend to 
distriln.te only part of its profits, and to “plow back” the remainder for 
capital expenditures. TUc process will become clearer if we examine briefly 
the ways in which the “growing from within” actually occurs. 

Vvdislrihiiu-ti profns. Many concerns have adopted the practice o 
paying out in dividends to stockholders sums consistently smaller than the 
foil amount of the profits they make. The balance, retained by the corpo¬ 
ration, is used for capital expansion. I'or example. Table 19 shows the souiccs 
from which capital was secured and the uses to which it was put ly 
United States Steel Corporation during the years 1921-38. Merc wc see 
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Tob/e /9 UNITED STATES STEEL CORPORATION AND SUBSIDIARIES: 


SOURCES AND DISPOSITION OF FUNDS 


(1921-1938, inclusive) 


SOURCES 


Profits retained 

$ 192 

Net tax refunds 

50 

Allowances for depreciation, depletion, etc. 

938 

Net reduction of working capital during period 

186 

Common stock issued 

240 

Total 

1,606 


DISPOSITION 

Gross expenditures for plant and equipment 
Property acquired for common stock 
Net funded debt retired 

Total 


1,222 

51 

333 

1,606 


one of the sources of capital funds consisted of “profits retained,” amount¬ 
ing to $192,000,000. (During the period covered by the statement this 
company earned $1,102,000,000 altogether in profits and paid dividends of 
$910,000,000 to Its stockholders. The excess of profits over dividend pav- 
ments created the $192,000,000 of “profits retained ”) 

disdosTdtrZ »f “Pi«I funds 

etc’ “-llowances for depreciation depletion 

etc (1938,000,000), Plant and ec|„ipn,ent, in the course of tinte! wear Zr’ 
a part of conservative business practice to regard rhic m p ■ 

su”ch°Der'’ 7 °"H°' ““‘’““■'"g period'"ForTach 

nous Items of plant and equipment have depreciated ond 

rr T I"- 

to replace each item, when it weam om'ushrSthe" 
secured from past operating revenues ’ ® ^ 

on the precise day wheS S 'T "’-Iti. 

pted, eS the eLt - 

--.toovetdepUerrS^SSte^^^^^^^^ 
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the depreciation reserves (and depletion reserves kept against exhaustion of 
such kinds of property as coal and iron ore deposits) of a well-managed 
concern tend to exceed the actual depreciation (or depletion) that occurs. 
Thar is, at any given time the reserves tend to be greater than the value that 
has been lost by depreciation or depletion. 

In the case of the United States Steel Corporation, as we have just 
seen, the greater part of the expendimres for plant and equipment over an 
ei<4hteen-year period were financed from depreciation and depletion allow¬ 
ances. We can assume that the accounting practices of the corporation were 
conservative. Consequently, replacement of worn-out capital equipment 
probably cost somewhat less than $938,000,000, and the expenditures for 
additional plant and equipment (i.e., for expansion) somewhat exceeded 
$284,000,000. (Total expenditures, it will be recalled, were $1,222,000,000.) 

The remaining entries in Table 19 require but brief explanation. Some 
funds were derived from return of prior overpayments of taxes, and reduc¬ 
tion of working capital (i.e., inventories). In addition $240,000,000 of com¬ 
mon stock was issued. However, since $51,000,000 of the new stock was 
issued for property rather than for cash, and since $333,000,000 of debt 
w as repaid, the corporation on balance returned more capital funds to the 
public than it raised from the public over the period to w'hich the statement 
applies. 

In testimony before the Temporary National Economic Committee, 
officials of the Ccncral Electric Company and the General Alotors Corpo¬ 
ration made statements show ing that their corporations also had, over a long 
period of time, secured very large proportions of the capital they lequiied 
from retained profits or from reserves for depreciation. Even a lelatively 
new and rapidly expanding company, the United Aiiciaft Coiporation, 
while the proportion of its capital secured from this source was lower than 
that of the older concerns, showed the same trend. 

THE SIGNIFICANCE OF SELF-FINANCING 

When a firm can finance all, or nearly all, of its needs for capital out of 
its own resources, does it not mean that the firm has reached the peak of its 
growth and is no longer expanding? lire experience of the companies men¬ 
tioned above indicates that, in their cases, it docs not have such a meaning. 
Every one of these companies made a substantial increase in its productive 
capacity during the period covered by the United States Steel Corporation’s 
figures. That is, the new investments of capital made during this perio 
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amounted to substantially more than a replacement of productive equip¬ 
ment that had been worn out. 

The significance of such self-financing is not that corporations failed 
to keep up-to-date or to expand their facilities, but that they tccre aide to 
satisfy their needs for capital without appealing to outside sources of 
finance. It has been estimated that in recent decades between one-half and 
three-quarters of the capital expenditures (new and replacement) of the 
economy were met through self-financingd This situation has had two im¬ 
portant results, So far as short-term financing is concerned, the commercial 
banks have (as we saw in Chapter 21) tended to lend less to business and 
more to government. And the lessened need of business for new loiw-terni 
capital from outside has led to a redirection of the capital market, on the 
one hand toward the refinancing of existing corporate issues, and on the 
other toward meeting the increasing demands of government (state and 
local, as well as federal) for long-term funds. 


THE CAPITAL MARKET 

Sion their expan- 

ness throuA A ’1' bv busi- 

ess through the sale of corporate stocks and bonds, or throuvh loans from 

financial institutions. Sometimes such instlniMnnc f • u u ^ 

with capital funds; sometimes they 
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small amounts, while corporations and governmental units 
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tion. After a brief liscussion ^ " kf L'd ® of this sec- 

remainder of this chapter will be concerned w tb ““panics, the 

-r u with investment banking. 

acts Instin.ee, Machinery and Allied Prod. 
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Savings banks. Savings banks afford a very straightforv’ard example of 
the process under discussion. Their business is to collect small savings from 
numerous depositors. The resulting funds are invested in many different 
securicics-in real-estate mortgages, federal and local government bonds, and 
corporate securities. Savings and loan associations, or building and loan 
associations, have similar functions but tend to specialize in the provision 
of capital for residential construction through real-estate mortgages. The 
postal savings system also collects small savings from numerous depositors: 
the user of its funds is of course the United States Treasury. 

Of course commercial banks, discussed in preceding chapters, also col¬ 
lect small savings and supply capital, especially on a short-term basis. How¬ 
ever, it will be recalled that-subject to definite limitations-the commercial 
banks can create or destroy purchasing power through their lending opera¬ 
tions. They can do this because for them “loans create deposits,” and their 
deposits are for the most part checking accounts against which their cus¬ 
tomers can draw. One function of commercial banks is to collect small sav¬ 
ings; but a still more important function is that of providing the public with 
a circulating medium. 

Savings banks and similar institutions must therefore be distinguished 
sharply from commercial banks. Deposits in savings banks cannot be 
checked against. Adoreover, savings-bank depositors can be compelled to 
give notice before withdrawal, although this provision often is not en¬ 
forced. That is to say, savings banks furnish their customers with a re¬ 
pository for savings, rather than a cash balance for day-to-day use. Their 
functions are more restricted than those of commercial banks, and they can 


afford to be less lic|uid than the latter. 

himniwe comfmies. When you pay a life insurance premium, the 
company uses most of it to build up a reserve against the increasing possi¬ 
bility of your death as you grow older. Some of the premium you pay now 
is to insure you in case you die right away; hut most of it goes to insure 
you in the distant future, when your death will become much more proy 
able Only by accumulating on your behalf a reserve in tliis manner can the 
company avoid charging you sharply rising premiums as you grow older. 

By accumulating reserves in their helialf, a life insurance company 
cnai.lcs its insured to save; the savings arc returned to the insured when 
they surrender their policies, when they reach a specified age, or when they 
die Thus life insurance companies, and to a lesser extent companies extend¬ 
ing .ither forms of insurance, collect small savings regularly-.n the form o 
premiums-and have them available for investment. Accordingly they lend 
on mortgage and may even own real estate; in addition they are buyers of 
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government and corporate securities. Just as savings banks can afford to l)c 
less liquid than commercial banks, so life insurance companies may be still 
less liquid, for they have an even better idea-thanks to the law of avcragcs- 
of the future time schedule of their liabilities. 

hivesment banks. Unlike commercial banks, savings banks and insur¬ 
ance companies, investment banks do not have extensive liabilities to numer¬ 
ous customers; nor do they buy large blocks of securities or other assets to 
hold permanently. Their function is strictly to act as middlemen. In this 
capacity they channel savings from individuals, or from savings lianks and 
insurance companies, to corporations or governmental units in need of 
funds. Three parties are concerned in a typical transaction-the individuals 
or associations making the loan, the investment banker as the intermcdiar\-, 
an the borrower, most likely a corporation. In general, the transaction con¬ 
sists of the sale by the borrowing corporation of an issue of bonds (or 
stocks) to an investment banker who in turn will resell these same bonds 
( r stocks) directly to the investing public. The end result is to place the 
borrowing corporation in possession of the desired funds, m hile the in- 

connection is that when new securities are thus issued^and sold b\' a 
borrowing business concern, the money flows from the purchasers of 'thi 

unties through the investment banker to the treasury of the borroever 
This stands in contrast to the purchase and sale of oil securities iT J; 

will be described in ‘chTpte"/ ej"!' 

HOW INVESTMENT BANKERS OPERATE 

The nature of the function performed by investment hanl • ^ 

connection with the issuance of new securitie^ 

we trace the history of a hynothetir.! . understood if 

according to customs of nartiri 1 ' ^^"^^ution. Many details m ill vary 

transaction, and the character ^ firms, the size of the 
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Corporation has been profitably mannfapM • u- . ^^^P^do Automobile 
scale, and that it wishes to enter the m on a small 
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the proposed expansion is sufficiently great to require “outside financing." 
The Torpedo Automobile Corporation therefore approaches White Broth¬ 
ers in New York, a long-established investment-banking firm accustomed 
to handling new issues of corporate securities. 

The discussions which ensue between White Brothers and the corpora¬ 
tion take the form chiefly of an exchange of information. On the one hand 
White Brothers tvill wish to sponsor the issue only if they think the securi¬ 
ties of the corporation can be successfully sold to investors. They will 
therefore make a study of the corporation’s position in the industry, of its 
prospects for obtaining public acceptance for the projected low-priced car, 
of its past earnings and current financial position, and of its engineering 
standards and potential production capacity. In return White Brothers are 
able to give the Torpedo management an account of the current state of the 
security markets, and of the terms on which the corporation could prob¬ 
ably sell a new issue of stocks or bonds of a given size. It develops that 
most of the existing common stock of the corporation is held by its offi¬ 
cials who do not wish to lose control through the issuance of additional 
common stock. On the other hand White Brothers report that the risks 
involved in entrance into the market for low-priced cars, coupled with the 
large commitment involved, make the prospects for a bond issue poor un¬ 
less a rather high rate of interest is offered. It is thought, however, that the 
public would be willing to subscribe to an issue of preferred stock. To 
protect themselves against offers by competing investment bankers, White 
Brothers purchase from the Torpedo Automobile Corporation an option 
on the prospective issue of securities-that is, the right for a specified period 
to buy any such securities issued by the corporation. 

INVESTIGATION AND REGISTRATION OF NEW ISSUES 

White Brothers now go to work in earnest. As sponsors of the issue 
they have a moral obligation to their customers to sec that all relevant facts 
about the Torpedo Corporation and its management are disclosed. Even 
more important, perhaps, since the passage of the Securities Act of 1933 
they arc held legally responsible for the accuracy and completeness of the 
statements appearing in the “prospectus” or offer of the securities for sa e. 
Therefore White Brothers proceed to investigate the affairs of the Torpedo 
Corporation in even greater detail. Such matters as the corporation’s man¬ 
agement personnel, its relations with its working people, the character of 
its products and the competition it is likely to encounter in the new field, 
will all be studied. Independent experts are called in from engineering rms 
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to report on the physical condition of the property, and the probaldc de¬ 
velopment of future competitive products. Outside auditing firms report on 
the corporation’s operating figures, current status, and accounting methods. 
Appraisers place a value on the physical property and on the corporation 
as a going business. Legal counsel is employed to investigate such matters 
as whether the corporation is lawfully organized with a proper charter, 
whether it has the franchise or other rights necessary to carry on its busi¬ 
ness, and whether it has clear title to its various properties. 

This investigation is of great importance because investors, haviim re- 
prd for the reputation of the investment-banking firm, place relianc^ on 
Its report. Unfortunately, prior to the establishment of the Securities and 
Exchange Commission by the Securities Exchange Act of 1934, this im es- 
tigation was at times perfunctory. Today the investment-banking house 
and the issuing corporation collaborate in the compilation of a Icnothv 
reg^smmn statement to be filed with the commission. In addition" in¬ 
formation as to the syndicate or underwriting contract (to be described 
shortly) must be filed before the registration statement can become effec 

If the commission finds a registration statement to be inaccurate or 

farm''its eiTectiveness. After a hear- 
g, or if the registration statement is amended to conform m t-i 

~ the commission, the stop order may be reZr „d 'e'em 
date of registration restored. Although the commission osn . 
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ferin?. In that case they would possibly be left with most of the issue on 
their hands. But 'White Brothers do not haye the capital to hold the issue 
themselves for any length of time; they think of themselves as a merchan¬ 
dising firm, and they must clearly ayoid any risk of tying up their own 
capital in such a fashion. Therefore, they arrange a purchase syndicate, 
composed of other investment-banking firms, to take over some of the 
risk of distribution. Each member of the syndicate agrees to take a specified 


amount of stock at a specified price. A typical arrangement would be for 
the new issue of Torpedo Preferred, paying $5.00 yearly, to be sold by the 
Torpedo Corporation to White Brothers for $96 and by the latter to syn¬ 
dicate members for $97 with a view to public offering at par, $100 a share. 

As an alternative the stock may be offered for public subscription, in 
which case Wliitc Brothers organize an vndervtriuiig syndicate whose mem¬ 
bers ayrec to accept any unsold stock in return for a specified discount. In 
tlie light of uncertain market conditions, these devices insure (i) that the 
corporation will get the whole of the sum needed for expansion, and (2) 
that the risk of any one investment firm’s being left xvith inconveniently 
large amounts of unsold stock is eliminated. 

There remains the task of disposing of the issue once it reaches the 


hands of the members of the purchase syndicate, or (in the case of a public 
subscription) of the balance of the issue remaining in the hands of the under¬ 
writers. A large part will be placed with individual clients of the various 
participating investment houses. Another part-especially in the case of a 
high-grade bond issue-may be sold to large institutional buyers, such as in¬ 
surance companies, savings banks, or investment ti lists. 

Tn the case of a very large issue more elaborate arrangements may be 
made. Borrowings by states and by the largest industrial corporations some¬ 
times total more than $100,000,000 of bonds in a single is.sue. In the course 
of time, investment-banking houses in the principal capital markets have 
established relations with smaller firms throughout the nation. From past 
experience, members of the syndicate know about how much of various 
types of securities each of these firms can be expected to place with in¬ 
vestors. Members of the syndicate invite a selected list of such houses 0 
participate in a selling .group. This group usually assumes no undeiwtitmg 
liability, restricting itself entirely to distribution. Each member of the s 
intr irroup may agree to purchase for resale a stated number of sccuiities, 
whlt^thc^stipiilation that unsold allotments may be returned to ttc syn t- 
r In soi ie instances the liability of the selling group is even le.s, k 
n.crcly agreeing ro raUc «nri,ic. from rhe pnrclrase synd.carcs 
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upon receipt of orders from their customers. Since these smaller security 
houses have little or no originating power of their own, a regular place on 
the selling-group lists of large originating houses is often their most valuable 
asset. This means that they are under pressure to accept invitations to par¬ 
ticipate in selling groups whether or not the particular issue is to their 
liking. The leading originating houses feel that this is necessary if they arc 
to build an effective and permanent security-distributing organization.' 

The process of making the public offering is called “opening the books.” 
Prior to opening the books and shortly before the end of tlic^tu enty-day 
cooling” period for the registration statement, “red-herring” prospectuses 
summarizing the full description of the issue will be sent to each of the 
members of the selling groups. The term red herring arises from the fact 
that across the face of these preliminary prospectuses is stamped in red ink 
a legend to the effect that the document does not constitute an offer to 
sell, and that such offers should be made only on the basis of the authorized 
prospectus after the effective date of the registration statement. When the 
registration statement becomes effective, complete prospectuses and selling- 
group contracts are sent out. Newspaper advertisements and stories wdl 
have been made available to selected papers for publication on the offering 
date With these arrangements made, a formidable array of bond salesmen 
will be ready to discuss the issue on the day of the public offerin» w ith 
prospective buyers in many parts of the nation. ^ 

ABUSES ATTENDING INVESTMENT BANKING 

and h?vef '’“■'king have lent themselves to abuses 

resul of the provisions of the Securities Exchange Act of lota 
Disclosure of mformation. We noted above th-ir Kpf • 
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The most respectable of firms have at times let their desire for im¬ 
mediate profit jeopardize reputations that have required years to build.^ 
The policy of investment bankers has sometimes been dominated by their 
kno^\■ledge that the methods used by syndicates permit rapid and effective 
sellinfT, regardless of the quality of issues. The prospectus, which is the 
basic document of disclosure, has sometimes been prepared more with a 
view to sales appeal than as a statement of conditions and facts on which to 
judge the value of the issue. There have been many material omissions and 
outright misstatements, although much has been done to cure this deficiency 
of investment banking through the requirement of elaborate registration 
statements. These are filed with the Securities and Exchange Commission 
and are available for public inspection. It must be pointed out, however, 
that the investor is mistaken if he thinks the government will or can pro¬ 
tect him from the purchase of unprofitable investments. The successful ap¬ 
plication of the principle, “the truth, the whole truth, and nothing but the 
truth,” to the description of securities will eliminate those losses that result 
from what might be described as fraud. But difficulty arises in determining 
the truth w'hcrc values must be estimated, and business prospects cannot but 


be guesswork. 

The rnveslvicnt banker's ''spread." Another phase of the investment¬ 
banking business that has been much discussed in recent years is the matter 
of the spread between the price paid to issuing corporations and the price 
at which securities are sold to invc.stors. This spread may range from 2 per 


cent to 4 per cent of the par value of bonds, perhaps from 3 per cent to 5 
per cent of the public offering price of preferred stocks and something over 
5 per cent in the case of common stocks.- Included in this spread arc the 
necessary expenses incurred by the bankers in new .security financing and 
the profits of investment-banking firms. Tlieorctically, competition is sup¬ 
posed to regulate the compensation for risk in the form of profits, but 
there is reason to believe that competition alone cannot entirely control the 
situation. 'I'he price paid to the issuing corporation by the purchasing syn¬ 
dicate is generally determined after a tentative figure has been set for the 
pulilic offering. It is at this .stage of the proceedings that the banking pro it 
is approximately fixed. Competition is unable to assert itself, since the man- 

> .See H. J. Reis, False Security, Ecjuiiiox, New York, 1937. hu' documented, if 

vitupcrniive, treaiment of tlii.s subject. _ .■ 
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ager of the purchasing group probably has an option on m.. i/v 

right of contract or by right of a long-standing relationship ith the issuer. 

There are two ways of getting at this matter. The public can be in¬ 
formed of the exact amount of the spread in the prospectus and (jther tna- 
terial describing the offering, as required by the Securities and Txchangc 
Commission. If the spread to the bankers appears to be too liberal, investors 
will be less willing to purchase the security. Another way of controlling 
the spread is through competitive bidding for the issue by different groups 
of investment bankers. Competitive bidding should force the bankers to 
pay a price closer to that at which the issue is publicly offered. This has 
long been the general practice in the case of offerings of municipal bonds 
and United States Treasury bills (though not bonds). 

The SEC has made great efforts to have the practice of competitive 
bidding extended to the field of corporate bonds in general. The obstacles 
to such an extension seem to be as follows. If the corporation is neither 
very large nor very well knovai, no firm or syndicate will wish to bid for 
(or underwrite) an issue unless it has undertaken a thoroughgoing inqtiirv 
into the corporationls activities; yet an investment-banking ^irm^^^ ill no't 
care to make such an inquiry, with its attendant expense, for the mere pri\ i- 
lege of entering one of many bids for the issue. Indeed it was precisely to 
cover the costs of such an inquiry that White Brothers, in our example se¬ 
cured an option on any issue to be made by the Torpedo Automobile Cor- 

.„d well 

that eyboratc invesdgation is iinnecessar)^, a difFerent obstacle is 
encountered For the issue may itself turn out to be so large that the entire 
investment-banking fraternity cannot muster more than a single si ndicate 
to handle its distribution. The scope for competitive bidding in this field 

tequiremen^ of the corporation to its ultiLte contr 7 v the inieT" 
bank, a condition popularly described as “finance can ta l!> t 
aspect of the “era of finance capital" described in cCZ) Tl "’’^“"“1' 
possible through influencing the designation of . ^ 

... la-iiv y;:: 
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prd.xy niachincrv, and that directors and officers control large corporations 
in fact. It is impossible to measure hox\' much control over the business life 
of the nation is thus exercised by investment bankers through their repre¬ 
sentatives in corporations. That there is much would be difficult to deny. 
Those w ho sponsor competitive bidding for corporate securities undoubt¬ 
edly hope that it might reverse, or at least check, this tendency towards 
concentration of economic control. 



CHAPTER TWENTY-THREE 


The security markets 


TWO TYPES OF SECURITY MARKETS 


There are two broad types of security markets. One, the veu'-hsues 
market, was described in the preceding chapter. Its distinguishing charac¬ 
teristic is that it provides a direct means of making the savings of the com¬ 
munity available to business enterprises. When a corporation issues and sells 
new securities the corporation itself receives the major part of the proceeds. 
But there is nothing to prevent the original buyer of the newly issued se¬ 
curity from reselling, nor is there any reason why some other person should 
not buy a stock or bond from the original purchaser. In fact, the knoM 1- 
edge that he can subsequently sell the security, if he wishes to do so, is one 

of the factors that enters into the calculations of the original purchaser when 
he buys the bond or stock. 


If securities are to be resold and purchased after their issuance by cor¬ 
porations, markets must be available for this purpose. The market for “old" 
issues IS the second of the broad types of security markets. A market for 
anything exists wherever buyers and sellers of a particular thing meet and 
make transactions. Markets may be spread out over wide areas, or they 
may be concentrated in one or several locations. The new-issues markei 
hke the automobUe market, is found in all those parts of the country where 
t e possession of purchasing power provides potential buyers. The market 
for old issues, like the markets for cotton and wheat, has tended to con- 

can meet" ' *eir agents, 


In each of our larger cities, and especially in New York, the market for 

tm’t 'T”®’ “““ •’“'i the omwhed 

exchanges (although the term “stock exchange” is a misnomer, siilce 
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bonds as well as stocks are traded on these markets) of which the New 
York Stock Exchange is the largest and best example. On the other hand 
arc the so-called ovcr-the-coimter vunkets which are not as highly organ¬ 
ized as the stock exchanges. Both stocks and bonds are traded in over-the- 
counter markets, but trading in bonds is much the more important. Most 
investment-banking firms of the merchandising Wpe have among their fa¬ 
cilities ^\'hat IS called ^'the trading desk for security dealers. It is much 
more than a desk. It may comprise one or several long tables with telephone 
switchboards connected by private wires to the trading desks of other 
firms. There arc said to be, in all, some 6,800 brokers and dealers who are 
linked together by private telephone and telegraph lines. 


WHAT THE SECURITY MARKETS DO 

The functions of securities markets usually are described as three: first, 
the supplying of business with needed capital funds; second, the allocation 
of these funds to the most appropriate uses; and third, the provision of 
what is called li(]uidiry to the ownership of corporate stocks and bonds. 
The nature of these functions will be made clear if we examine their rela¬ 
tion to the security markets for both new and old issues. 

In the preceding chapter it was seen how the business of investment 
banking provides a channel through which a significant part of the com- 
munty’s savings finds its way to new business investment. It w'as also seen 
that the decisions of investment bankers as to what kinds of securities they 
will sell, and how much they will sell, help determine the direction and the 

amount of the flow of savings to investment. 

Tln.s it nitty lie saiti titat tif titc tlitcc functions ascribed to securi y 
tnarkets tlic fii-st tw.i arc directly related to the new-.ssucs market. Only 
the third, the provision of liquidity, is directly related to the organtzed 
markets for ohi issues. It has been said by authors in the past that it ,s a 
function of organized stock eschanges to furnish busines.s '-'h'“tv capi k 
This is an overstatement. A more correct interpretation vvould be th they 
facilitate or infincncc the acquisition of new capital by business, 7 

directly furnish suci’capital. Money flows through the i.w-,s..es 
market frftm investors to corporations, but m the maikc s . , „ 

money flows from one investor to another. There are, 
in which the markets for old is-sues facilitate or influence the flow ot sav 
;;:to new investment. Three of these ways are of sulHcient significance 
to be included in this brief discussion. 
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1. Direct provision of liquidity to investments. It is not cas)' for an in¬ 
dividual to forecast future developments that will bear on the soundness or 
value of an investment he makes today. He w ill attempt to make as cardul 
a judgment as possible but, even though he may be satisfied with the pros¬ 
pects, he cannot be sure. Accordingly, he w’ants a way to escape from his 
commitment if he should change his opinion about the future. Without 
this means of escape, i.e., the opportunity to sell the securitv at aiw time 
he wishes, he would be less willing to make the original investment. The 
organized markets for old issues provide the opportunity f<n' (|uick sale of 
securities w'hen, and if, the present holders wish to dispose of them. This 
provides securities with the quality called liquidity. 

2. Measurement of industrial needs for capital. The provision of liciuid- 
ity does not necessarily mean the provision of stability of prices of securi¬ 
ties through time. For the most part, people buy securities in the expecta¬ 
tion of receiving interest payments or dividends. The ccrtaint\- of rccei\ in<r 
fixed interest payments, and the expectation of receiving higher or low er 
dividends, enter into the determination of the present selling prices of bonds 
and stocks. It foIlow^s that, as corporation profits and the expectation of 
corporation profits 'increase and decrease, the prices of bonds and shares 
on organized markets will rise and fall accordingly. Now, the profits of 
an individual corporation are presumed to reflect its effectiveness in satisf\-- 
ing its customers demands. (This is not, of course, universally the case, as 
we know from the prevalence of monopoly situations. Yet the correspond¬ 
ence between profitability and social usefulness remains a basic assumption, 
at least in the United States.) 


Let us suppose that plastics are coming more and more into use as a 
basic material, but that the market for coal is contracting on account of the 
development of substitute sources of powder. It is plainly appropriate that 
new capital funds should be directed to the plastics industry rather than 
to the coal industry. Under the conditions outlined it is easy to see that the 
business of making plastics will be ralatively profitable, and that of minino- 
coal relatively unprofitable. The securities of corporations enaaaed in the 
manufacture of plastics will tend to rise, and those of corporations enoaaed 
m mining coal will tend to decline, in value. This wfill make it easier forln- 
vestmen^banking firms to market new issues of plastics companies, and 
more difficult or impossible to sell new issues of coal-mining companies 
_ 3 - Forecastmg of business trends. In addition to the movements of 

wKh sufScent uniformity to describe a general trend. “The market was 
strong (or weak) today" is a familiar line fo all who read the finTctj plge 
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of a daily nexvspapcr. It has long been felt that such a general movement 
of prices of old securities is a reasonably good forecast of the future trend 
of business activity, on the assumption that prices in organized security 
markets represent the opinion of thousands of individuals in all walks of 
life. If it is the consensus of this opinion that the outlook for business is 
favorable, buying orders will increase relatively to selling orders and prices 
w ill rise. If, on the other hand, it is held that business is going to be less 
active, with profits correspondingly lower, selling orders will increase rela¬ 
tively to buying orders and prices will decline. 


SIGNIFICANCE OF SECURITY-PRICE CHANGES 

Like so many rule-of-thumb devices for forecasting the future, Ae 
movements of prices on organized security markets are not always relrab e 
The situation in .929 funtisbes a spectacular illustration of the failure of 
stock-market prices to act as reliable indicators of future business activity. 
Although the prices of securities continued to advance until mid-Septembet, 
many of our important indexes of business activity had begun to decline by 
lulv or earlier. The reliaiiility of security prices as a business forecaster de¬ 
pends upon the ability of those who are interested ,n securities to guess e 
„end of business for some future period, an uncertain ^ ^ 

the data suggest that prices on organized markets are more ofan right 
tong in foLasting business activity. The relationship involved is a com- 
nlicat one, since a substantial rise or decline-even if due principally 0 
Lrrent speculative forces-in the market prices of old securities can 
n I d elects on the immediate future of business activity. Yet price move- 
Tet If old securities can and do exert considerable influence on the flow 

cnviinTs to new investment. ^ 

Because trading in old securities influences tlie flow of savings to new 

investment in these several ways, it constitutes a signiheant phje of the n 

tion’s economic life. To undei-stand its essential nature a “ 

tion and its affiliated firms, together with a discussion of certain tra mg 
practices, will suffice. 


THE ORGANIZATION OF 

Many changes have 
curitv market since i 79 ^» 


THE NEW YORK STOCK EXCHANGE 

taken place in the nation’s largest organized se- 
when a group of brokers gathered under a but 
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tonwood tree to transact their business. In the early days of the Exchange 
it was the practice of the members to sit before a “caller” who called up 
stocks for trading, one at a time. When transactions were completed in one- 
issue, the caller would pass on to the next. As the Exchange is now organized, 
trading is continuous in all listed securities during the entire time that the 
Exchange is open for business. The term “seat” is still applied to the pri\ i- 
lege of trading on the door of the Exchange, although in busy markets the 
members seldom have an opportunity to get off their feet. 

The number of Exchange members is fixed at 1,375. To gain admission 
a person must purchase the right to trade on the Exchange from some mem¬ 
ber who is willing to dispose of his right. So far as the management of its 
internal affairs are concerned, the Exchange is more in the nature of a pri¬ 
vate club than a public corporation. The reputation of the prospective new 
member must be acceptable to an admissions committee before he may use 

the facilities of the Exchange, and applicants for admission are rigorously in¬ 
vestigated. ^ 


During the nineteenth century the greater part of the trading on the 
Exchange was in government and railroad securities. As increasing segments; 
0 t e nations business came to be incorporated, more and more securities 
were listed for trading. The same thing has taken place to a lesser extent on 
mailer exchanges throughout the country. The issues no longer are limited 
o government and railroad securities. Today practically every kind of en¬ 
terprise IS represented, from mining to aviation and from steel to groceries 


THE COMMISSION-FIRM SYSTEM 

united States Steel Corporation common stock, which has been sellina in 

the order to the partner who is No' 

sary to consider the kind of order Mr. Smith has given 

of diffLem kl^Thi'mav be"™' T a number 

to execute the orde7 f the be, uric 77 ’ 
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limits are too low or too high it may be impossible to execute the oiders. 
Orders may be entered for more than one day in which case they are called 
“open orders.” 

Suppose that, when Mr. Smith enters his order for loo shares of United 
States Steel, he does not wish to risk paying an uncertain price, and does 
not wish to buy the shares unless he can purchase them at or below a spe¬ 
cific price. In these circumstances he will enter a limited order, say to buy 
100 Steel at 6o. When the broker receives the order on the floor of the 
stock exchange he takes it to what is called the “trading post” for the stock 
of United States Steel. Each stock and bond listed for trading is assigned 
to one of these posts, at which may be found one or more men who spe¬ 
cialize in the issues assigned to a particular post. 


THE FUNCTIONS OF SPECIALISTS 

These so-called specialists constitute an important part of the organiza- 
tion of security markets. As dealers, they buy and sell stocks for their own 
account, and as agents, they buy and sell stocks for the account of o*ers. 
They “make markets” in the sense that it is through the matching of buy 
and “sell” orders on their books that prices are quoted and transactions 
occur When the broker arrives at the Steel post, he asks the specialist for a 

quotation without disclosing whether he is a buyer or “'I"-J'* 

?nav reply, “fifty-nine and seven-eighths, sixty and one-half. This means 
that the specialist will buy .00 shares of Steel for himself or others at 59/. 
and will sell 100 shares at do'/,. But the broker has been limited to paying a 
price of do by the nature of his order. He may bid 60, but there is no cer¬ 
tainty that he can buy it at this price. ■ j u. ,„ii| leave 

if the broker does not execute the order in a brief period he w.U lea« 

it with the specialist and depart for other parts of the floor. Thus, the next 
time the spedalist is asked for a quotation he will give the market as 60 b d 
OoH olTered. From all the orders that he receives, the specialist mi*es p 
what is known as a “book.” Other brokers may have entered orders to y, 
say 500 shares of Steel at jp'/i, 1,000 shares at 59, and 300 share at 58 /.^ 
These the specialist enters on one side of his book. Orders to se . .y 4 ~ 
shares at 6., 700 at 6> %, and 1,000 at 61 are entered on the other side 
orders are executed, entered, or withdrawn, the 
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sumes the responsibility for making a “fair and orderly” market. He is thus 
the focal point in the market for the security in which he specializes. 

Let us suppose that, in the instance given, another broker arrives shortly 
with an offer of loo shares at 6 o. Then the transaction occurs for which 
Mr. Smith has been waiting. After purchase of the stock, a report is giv^en 
to the same telephone clerk who forwards it to his office, which in turn 
informs Mr. Smith of the purchase. The entire time consumed by the trans¬ 
action from giving the order to receiving the report may not exceed five 
minutes, but this depends on a number of things including the state of the 
market and the nature of the order. For its services in this transaction, the 
New York Stock Exchange firm receives a commission-or brokerao-e fee-^ 
varying with the number of shares involved and the price range^within 
which the stock is selling. In our illustration the firm acted as an agent and 

not as a dealer, since at no time did it take title to the Steel Corporation 
shares. ^ 


This example illustrates the way in which orders to buy and sell se¬ 
curities, originating in all parts of the countty, are concentrated in one 
place. The network of branch offices of commission firms extends to most 
of the important cities of the nation and to many smaller places as well. In 
the twilight of the twenties several firms even rented branch office space 
on luxury hners sailing between this country and Europe, with orders and 
reports being radioed from and to the ship. 


TRADING PRACTICES: SHORT SELLING 

The organized security markets are recognized as highly important in- 
rcternotarr^'T '*• has been 

in. es-lr^^ 

of stock ” 7“ been made 

interest. ^ ™ apprar to be m the public 

Ae\Le“ t“ra« 

future delivery are made because the seller believes that d” 

clme prior to the date of delivery, and that he ml 

purchasing .hat he needs .0 delLr at the' tCl^hls Z- ”g^ 
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profit from the transaction. This would be a possible procedure on a com¬ 
modity futures market. On a stock exchange the procedure is somewhat dif¬ 
ferent, for the reason that delivery has normally to be made within a few 
da^’S of the making of the contract. As on commodity exchanges, short 
selling on securit)^ markets invariably is concerned with expectations of 
price changes. The method of a short sale of securities is more easily under¬ 
stood when its purpose of anticipating expected price changes is kept in 


mind. 

There are three parties involved: the short seller, the buyer, and a 
third party who may be called the lender. Suppose Mr. A, the short seller, 
expects the shares of United States Steel Corporation, which are selling at 
about 6o, to decline in price. If Mr. A owned any Steel shares he would 
sell them, but as a short seller he will sell them even though he does not 
have them. Mr. B, the buyer, expects Steel shares to advance in price, or 
at least not to decline; otherwise he would not be inteiested in their pur¬ 
chase. Mr, C, the lender, owns shares of Steel. He, too, like Mr. B, but unlike 
Mr. A, is satisfied with the outlook for Steel shares and considers them worth 
holding. In the terminology of the market, A is a “bear” while B and C are 

“bulls.” 

Let us suppose that Mr. A enters into a contract to sell loo shares of 
Steel to Mr. B at 6o, even though he does not have the stock for delivery. 
Unless some special arrangement has been made, Mr. B will be entitled to 
delivery of the stock within forty-eight hours. Mr. A therefore arranges, 
for a consideration, to borrow loo shares of the stock from Mr. C, and 


this is the stock that is delivered to Mr. B. 

If, in the course of time, Mr. A’s expectations are realized and the 

price of the Steel shares declines, he can then buy loo shares in the market 
at, say, 50, and deliver them to Mr. C. The contract will thus be closed. 
But so long as Mr. A is able to borrow the stock, he need not purchase to 
“cover” his short sale until he wishes to do so. If, however, Mr. cannot 
continue to borrow the requisite number of shares from Mr. C or from some¬ 
one else, he must purchase them. Of course, if he guesses wrong and Stee 
Corporation shares advance, he will sustain losses and may not ave 
assets or the fortitude to maintain his position. 


TRADING PRACTICES: THE USE OF OPTIONS 

Opti„„s purchase or to sell arc widely used 
world. An option may be defined as a contract ,n wh.ch one of the parues 
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acquires the right to buy or sell something of value from or to the other, 
within a specified length of time at a specified price. For instance, a real- 
estate dealer attempting to assemble a block of separately o\\ ned plots of 
land, and not knowing whether he could get all the plots at rcas(jnablc 
prices, would be foolish to buy each separately. Instead, he w(juld try to 
obtain purchase options on each piece at the cost of a small cash outlaw 
When all the options had been acquired, he would exercise them, and so 
secure possession of the desired property without an)- indix idual owner ex¬ 
acting a nuisance price. The Manhattan site for the’ United Nations head¬ 
quarters was assembled in just this fashion. Another kind of option v as the 
one obtained by White Brothers from the Torpedo Automobile C(u-pora- 
tion in the example given in Chapter 22. 

In trading in security markets, options are used primarily to limit risks, 
to facilitate the distribution of large blocks of stocks or bonds, and as a 
convenient tool of speculation. An individual bin-ing a security can limit 
his loss by also buying the right to sell the same security at a’fived price 
withm a fixed period of time. This right to sell a security at a fixed price 
within a fixed nme is technically known as a “put.” The seller of a security 
can limit the risk of its advancing substantially after his sale by buyiu^r the 
right to ^trehase the same security at a fixed price within a’ fixed period 
of time. This right to buy a security at a fixed price yothin a fixed time is 
known as a call.” Of course these options which have the names of puts 
end calls can be bought and sold without there having been a previous pur¬ 
chase or sale of the actual security. In this event the options are used^or 
speculative purposes rather than for the purpose of limiting risks. 

e sale of a small amount of stock is a simple matter. The sale of a 
arge amount, without forcing the price below what is considered a r al 
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tration of a typical “'jiggle.” It is now extremely difficult, if not impossible, 
to carry out an operation of the kind described. But in the decade of the 
twenties there were many such instances. 


MANIPULATION OF SECURITY VALUES 

Let us suppose that a purchase option for 50,000 shares of stock is 
given to a syndicate or pool, entitling the pool to purchase 50,000 shares at 
30, say, within 90 days. Obviously the ow'ner of the block of stock wishes to 
sell it; otherwise he would not have given the option. This does not mean 
that the pool is obliged to purchase the stock if it does not wish to do so. 
But if, within 90 days, the pool can manipulate the market price of the stock 
above 30, it will then call the stock for delivery at 30 and subsequently sell 
it on the market at a profit. 

Under circumstances that have existed in the past, the pool might at¬ 
tempt to obtain the co-operation of a specialist in the stock, perhaps by al¬ 
lowing him to participate in the profits. Efforts might be made to enlist 
the enthusiasm of those who write for financial journals or newspapers, and 
a number of stories might appear regarding the promising prospects of the 
company whose stock is to be manipulated. Of course the members of the 
pool let their friends know of the good thing. These friends in turn pass 
on the word to their friends who do likewise. Gradually, a large number 
of people come to believe that the stock will rise in price in the near future. 
When everything is ready, the pool may begin to create activity in the issue 
by buying and selling to itself through different brokers. Such transactions, 
in which the right hand buys what the left hand sells, are known as wash 
sales” or “matched orders.” Here the “buying public” will begin to take 
the bait. People may have read somewhere that the company is doing very 
well. They may have heard (very confidentially) that the stock was due 
to rise, ancUhis is confirmed in their minds by the fact that the new act.vi y 
in the stock means that “something is doing. Many people begin o y 

tlie stock. 


THE OPERATIONS OF POOLS 

On the strength of this denmnd the pool begins to sell mote stock than 
it h„v 1 in tl e course of several days, ,nay work itself mto a shor po- 
ijrion of! t! .0,000 shares at an average price of 30. The purpose o tho 
.naneuver is subtle. It n.ea.ts that the pool has ...ereased Ks P“" _ 

10.000 shares ftir it.s short position must be coveted by f 
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.chases. If the pool had purchased 10,000 shares when the operation it 

might have succeeded in putting' the stock up only a point or so, because 
holders would have been willing to sell. But, after the excitement has 
(.tarted, the total offerings up to, say, 35 may not exceed 10,000 shares. The 
■ipecialist knows from his book just how thin or heav^y the offerings are at 
all times. This is valuable information to the pool, for the e.xercisc of its 
buying power must be skillfully timed. It will have more effect on the price 

of the stock if exercised when the offerings are few than ^\■hen they are 
many. 

It IS obvious that if, through purchasing to cover their short position 
of 10,000 shares, the pool pushes the stock up to 35, it will have suffered a 
loss on this part of its transactions. But the stock is now selling at 35, and 
It can call 50,000 shares for delivery at 30. Since “the public” is^still biu ing 
the stock as avidly as before-if not more avidly-the pool probable be 
able to sell the 50,000 shares of stock at the new higher level and close 
Its books with a large profit on the total of its operations. 

_ Manipulative practices have not always depended upon the use of op- 
tions._In cases in which they did not, it was usual for a pool to spend some 
time m quiet accumulation of a block of stock before an attempt M^as made 

doing this, however, were not unlike those of the above illustration. A 
variant of the pool operation was to accumulate a high-priced stock in 
which the public was not interested. (“The public” is mo^re likely to be 
interested m lower-priced stocks.) After accumulation, the issuiim company 

fo?eL^ sW hdd *Th''” stockholder'five share's 

fifth mucTBu^h h "" " presumably sell for just one- 

niun as much. But this does not necessarily follow The tvnin-il c, n • 

vestor would rather buy ten shares at 30 pef share (orlven^T „ "i 

than two shares at 150 per share. The iLreased buying of tl e stocl a^ 

r-lt of the split-up would give the pool an oppoLnVt^ a" a^ 


USE OF CREDIT IN SECURITY MARKETS 

Judged by most standards, anythino-of value t-hot- k ij 

without the sale causing any considerable fall • ' ^ quickly, 

v.d.„g desirable collateral. This is ::;ec:artrueT;" tTadT: 

t> 
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on organized exchanges. It also is true, but in lesser degree, of issues traded 
activch' in over-the-counter markets. 

Direct security loans. Loans on securities arc made in two principal 
wavs. Direct security loans are obtained by the borrower from banks or 
others in the same manner as any other t\ pe of loan. The borrower will se¬ 
cure the use of a definite amount of money for a definite period of time, 
at the end of which the loan is to be repaid together with a definite amount 
of interest, expressed as a percentage of the principal. In place of the pro¬ 
vision to repay the principal with interest at a definite time, there may be a 
provision to repay the principal in installments during the life of the loan, 
a process known as amortization of the loan. 

Indirect security loans, or ''call loans.’’'’ When an individual goes to a 
brokerage firm and deposits order to buy $10,000 worth of stocks 

or bonds, he is hardly conscious that a loan is involved in the transaction. 
The machinery for financing the purchase of securities through wdiat is 
called “margin trading” works with great efficiency, sometimes, perhaps, 
with too much efficiency for the good of the borrower. 

Suppose an individual, after depositing $5,000 with his broker, directs 
him to purchase 100 shares of American Can common stock at a cost of 
$10,000. The purchaser will be asked to sign an “hypothecation card” which 
permits the broker to use the purchased certificate of 100 American Can 
as collateral for a loan. Of course, the broker must pay the seller of the 
stock the full $10,000 before the certificate will be delivered to him. He can 
do this by using the $5,000 deposited by his customer, plus some of his own 
capital or the proceeds of loans previously obtained on the securities o 
other customers trading on margin. When the broker receives the American 
Can certificate he will increase his borrowings so as to be able to accom¬ 
modate the next margin purchase of one of his customers. A significant 
point to note in these arrangements is that no plan of repayment has been 
provided by or for the customer who has bought more stock than he can 
pay for. In fact, if the margin trader guc.sses correctly, and the value of us 
eciuity is increased, say from $5,000 to $8,000, the broker is likely to tele¬ 
phone him and suggest that he buy $6,000 more stock, thus increasing his 


The nature of the loans obtained by the broker to finance this busi¬ 
ness is of special interest. He may obtain a time loan, but it is more usua 
for him to Lrrow funds through the so-called call market He puts a num¬ 
ber of different stock certificates or bonds into what is called a oan °P 
nnd ol.Bins a -call loa„” secured by the lot. This j; 

callable hv the lender on any day without prior notice, le 
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to the full amount of the market value of the various stock certificates nr 
bonds contained in the loan envelope and is adjusted daily to conform r(» 
the market value of these various securities. It follows that this t\ pc of 
loan is a particularly safe one for the lender, and it long has been a profitable 
one for commercial banks in New York City. 

REGULATION OF SECURITY MARKETS 

There has been a tendency in security markets both here and abroad 
for practices to develop which have prevented these markets reali/iny tlieir 
maximum social usefulness. At times practices ha\c l)een indulged m that 
violate the basic principle of responsibility of men in their relations v ith 
each other. Certain types of practices arc so manifcstl\- ineiptitabk- and un¬ 
just that they can be defined as legally fraudulent. Legal fraud usuillv in¬ 
volves a knowingly false and intentionally dcccptii c statcmcit for the'pur¬ 
pose of gam. Remedies are available through the statute of fraud. Such 
remedies have been supplemented since about 1910, through the enactment 
y the several states of so-called blue-sky laws, hich ha^■e been predomi¬ 
nantly, but not exclusively, concerned with the prevention of fraud in the 
marketing of corporate securities. Still more comprehensiv e control, m,i,m 
considerably beyond the mere prevention of fraud, w as embodied in feeder i1 

in^forcr’ 

The federal lavvs relating to the operations of securitv markets rest 
upon the constitutional poivers of the national government over interstate 
commerce, money and the use of the mails. This legislation is not com 

syst LricTsWof RTh“' 

^hange Act of ■934,ld^he Lwic uX^HoTdinVS 

secures TTrhe A topics: (,) the issuance of new 

(3) tradtag practicesT^rurVmXrand oT "h 

security markets. ^ ^ control of credit in 
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was turned over to the new agency. The one significant exception is the 
control of credit used in security dealings, which is exercised by the Board 
of Governors of the Federal Reserve System. 


PROVISION OF INFORMATION 

The main purpose of the Securities Act of 1933 is to protect the buyer 
of nenxly issued corporate securities by requiring a full disclosure of ma¬ 
terial facts and by penalizing any failure to furnish them in connection 
with the sale of the security. The registration statement is the basic docu¬ 
ment for this purpose, and its use has already been described in Chapter 22. 
While it set rigid standards for the disclosure of information in connection 
with new issues, the 1933 act did nothing to insure that investors would 
continue to be supplied with information about the corporation after the 
issue of securities had been made. The federal regulation of new security 
issues therefore has little effect upon the vast mass of securities traded on, 
say, the New York Stock Exchange-except in the case of the securities of 
those few corporations which happen recently to have raised fresh capital 
by public issue. 

In an earlier stage of corporate development, when corporations were 
more closely owned, the problem of current disclosure was not so im¬ 
portant. As the conditions of corporation finance became more complex 
and the securities of corporations more widely held, it became increasing y 
important for the public to know the details of corporate practices and e- 
velopments. The New York Stock Exchange took the lead in the provi¬ 
sion of current data by making certain requirements of corporation dis¬ 
closure prerequisite to the listing of securities on the Exchange In this the 
Exchange was opposed by many corporation managements who appeared 
to regard information about corporate business as the property o msi e . 
In 1933 for example, the Exchange received a letter from a high official of 
one of the nation’s largest corporations criticizing its listing requiiemen s. 
“The management of the Exchange is responsible to its members. The 
agement of the Exchange is neither responsible to the company s sto . 
holders in respect to the information to be published legaiding 1 s . , 

noi in any poLion to determine what the best interests of the stockholders 

change (aln,ost alone among security exchanges) to nnptove 
<,f co^orate accounting and repotting. Through many 
nients have been made progressively more rigoious. The . g 



THE SECURITY MARKETS 563 

require, among other things, that corporations publish periodic statements 
of earnings (quarterly, if feasible) audited by independent accountants and 
in the form contained in the listing application, that audited balance sheets 
be made available annually, and that no significant change m depreciation 
policy, M hich might give a false impression of earning power, be made 
without calling attention to the fact in the next published financial report. 
In addition to these requirements the Exchange has taken the position (and 
atempted to enforce it informally) that stockholders are entitled to know 
the amount of undistributed earnings, that “other income” should be sep¬ 
arated from operating income, that nonrecurring items should be so indi¬ 
cated, and that the basis for the valuation of assets should be clearly stated. 


PUBLICITY REQUIREMENTS OF THE SECURITIES EXCHANGE ACT 

The New York Stock Exchange listing requirements pertain only to 
those issues traded on that market, while the disclosure features of the Se¬ 
curities Act of 1933 relate only to new issues. The disclosure features of 
t e Securities Exchange Act of 1934 ai'e designed to supplement and amplify 
both of these earlier arrangements. In passing this enactment Congress de- 
scribed the importance of adequate current disclosure as follows: 

The idea of a free and open market is built upon the theory that competine 
judgments of buyers and sellers as ro the fair price of a securiy brings To ! 
simanon where the market price reflects as nearly as possible Tjnst priTiL 

T:s™TrT:Tof 

responsible officials^of leading Powerful groups, 

at least, the viral ilorTce "of rue T ' ™-I-Medly recognized, in the„T 

dal cog in the proper functioning oThTpI': exchTTThf" “ “ 

Visions of the proposed lemslarinn orrs ^ The reporting pro- 

denied aid to the exchanges in the wly'oT srurTn^Xpr! 7 

investor. ^ pJ^oper information for the 

ties exchtgt trreTvrlusTrriltered" 

change Commission. Likewise, all securities listed on^'eg'rdT:!^; 
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or admitted to unlisted trading privileges, must be registered. Registrants are 
required to keep up-to-date the information and documents filed with the 
commission at the time of original registration and to furnish annual, or 
quarterly reports \\-hich meet the commission’s requirements as to form, 
content, and accounting method. 

The information required includes a statement of the stock interest and 
remuneration of officers, directors, and any beneficial owners who hold lo 
per cent or more of the equity (normally the common stock) in the enter¬ 
prise. (A beneficial owner is someone who enjoys the income from a 
security, whether or not he possesses it outright.) Moreover, such officers, 
directors, and beneficial owners must individually file statements of their 
ownership and these are publicly reported. If any such person buys an 
equity security of the subject corporation and sells it at a profit within a 
six-month period, or sells and repurchases at a profit in a six-month period, 
such profit is recoverable by the corporation or, if the corporation does 
not take action, by any stockholder on behalf of the corporation. This 
measure is intended to prevent the use of inside information for personal 
profit. Short sales by officers, directors, and owners of as much as lo per 
cent of the corporation’s equity, are forbidden. 

The reports required by the SEC have been criticized as being too 
long and detailed for use by the average investor. To understand the sig¬ 
nificance of a typical registration statement would require more time than 
the typical security buyer has to give. The Commission has attempted to 
rectify this situation by simplifying its .forms, but the documents are still 
long and laborious to read. Even the prospectus, which is an abbreviation 
of the registration statement, sometimes runs to nventy pages or more. It 
may be said, however, that the present arrangements at least make the 
information available, and much of it reaches the investing ptiblic through 
reports made by professional .security analysts. 


CONTROL OF TRADING PRACTICES 

Discussions of the control of trading practices on security markets 
usually become entangled with the meaning of terms such as investment 
and speculation, or stabilization and manipulation. It is exceedingly i cu t 
to know when investment becomes speculation and stabilization ecomes 
manipulation. It has been said facetiously that an investor becomes a specu¬ 
lator when his purchase turns out profitably, and a speculator becomes an 
investor when liis purchase turns out badly. Again, it is difficult to see way 
the stabilization or maintenance of a price that would fall m the absence 
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of support is less manipulative than an effort to raise a price that \vouId 
otherwise remain at its current level. Nor can speculation and manipulation 
be distinguished and condemned as the exercise of advantage for personal 
gain, for, in some sense, that is the purpose of all business enterprise. 

Undoubtedly the framers of the legislation, and the Securities and 
Exchange Commission which has administered it, felt these difficulties. To 
describe just what practices the commission decided were undesirable, and 
M'hy, and to judge the success of the commission in ending such practices, 
would require long and technical treatment. Here, a brief discussion of 
some leading types of regulation must suffice. 


Bj- the teims of the Securities Exchange Act, the commission has l)ecn 
provided with some of its strongest powers. These include the power to 
regulate and prescribe the functions of members of the exchanges, to regu¬ 
late or prevent trading by members on the floor of the exchanges, to pre¬ 
vent excessive trading” by members, and to regulate odd-lot dealers and 
specialists. These are broad powers which may be used to control the ac¬ 
tivities of the exchanges so far as their membership is concerned. Mahy of 
the past abuses of security trading have originated with members of the 
exchanges, but these particular powers do not reach abuses that are insti¬ 
gated and carried out by the public. 

The act goes further and forbids avy person to use the facilities of 
any national securities exchange to create “artificial” prices. Certain specific 
practices are forbidden to all, including wash sales and matched orders (de¬ 
scribed above), dissemination of information about market activity for the 
purpose of affecting the price of securities, and the issuance of false and 

^triefo? I" the comniiss.on may 

«mct or prohibit the use of puts and calls, of short sales (also described 

above) and of stop-loss orders (instructions to sell if the price should fall 
below a given level). However, no regulations have been issuL a y t “a d 
tng the use of puts and calls or the use of stop-loss orders. ^ ^ 


TRADING RULES OF THE SEC ' 

commission has not forbidden short sel l but‘r““®u'l- 

As a supplement to the rules of h Lr ' T" 

activities of their members, the commission T' governing the 

commission keeps constant watch on the 
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current volume of sales and price movements of some 3,400 different issues 
in order to detect manipulative practices by either exchange members or 
the public. This is a tremendous task and involves constant scrutiny of the 
“ticker tape” by a sizable staff. Enforcement activities in this connection 
are, if possible, preventive rather than punitive. Complaints, although not 
always trustworthy, provide another means of detecting manipulation. The 
time element in conducting investigations is materially reduced through the 
use of preliminary and informal inquiries into the causes of unusual market 
behavior. If suspicions are increased as the result of these “flying quizzes” 
an investigation is made to bring out facts and circumstances that may be 
in violation of the law. 

Although the Securities and Exchange Commission has permitted the 
exchanges to adopt their own rules governing the trading of their mem¬ 
bers, it has publicly raised several questions in this connection. The opera¬ 
tions of the member trading on the floor of the exchanges for his own 
account may or may not be in the public interest. On the one hand, it has 
been held that his speculative activities increase the size of the market and 
make it possible for investors to buy and sell more easily, which is to say 
that the liquidity of the market is increased. But the commission has not 
fully accepted this argument and has held that certain speculative activities, 
not strictly manipulative, are not in the public interest, since speculation 
may make the market less stable than it ought to be. It has been held that 
a tendency exists for professional traders to follow the market; that is, to 
sell short for speculative profit at a time of public distress and to buy when 
the markets arc already hooming from public enthusiasm. If this be true, 
the operations of the professional trader merely accentuate the movement 
of the market in a given direction instead, as has been claimed, of providing 
a stabilizing influence. 

What has been said of the professional trader has also been applied by 
the commission to the specialist, hornier Chairman Douglas once said that 
it appeared from the commission’s studies that “members of the Exchange 
trading for their own account—particularly the specialist—cither create the 
daily jiricc fluctuations or else contribute materially to their seventy.” He 
went on to question “the validity of the common assertion that the exust- 
cncc of the specialist and the floor trader is justified on the basis of theii 
stabilizing influence on the market and their resultant benefit to the mem¬ 
bers of the public who enter the market.” 1 'hosc who di.sagrcc with Chair¬ 
man Douglas have pointed out that the historical development of any type 
of market, security or otherwise, di.scloses an organization that includes 
nrofcssional dealers as well as agents. It has been argued that whether the 
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professional dealers are called floor traders or specialists, or whether they 
operate as a concentrated group on the floor of an exchange or are scattered 
in their own offices, they are still an indispensable part of an eflPective 
market. 


CONTROL OF CREDIT IN SECURITY MARKETS 

It has been pointed out that a large-scale use of credit occurs in both 
the new-issues market and the organized market for old issues. Underwrit¬ 
ing syndicates usually borrow funds to carry new issues in the process of 
their distribution. Some investors, and most speculators, at times buy more 
securities than they can pay for. In this event, the purchaser may obtain a 
loan directly from a bank, or indirectly from a bank through his broker. 
In the latter case it is the broker who borrows directly from the bank. The 
Banking Act of 1933 and the Securities Exchange Act of 1934 contain pro¬ 
visions that relate to the regulation of security markets through the control 
of security loans. 

In the decade of the twenties most large commercial banks owned 
security affiliates engaged in the business of underwriting and selling new 
s^urity issues. Needless to say, the loan relationships between a security 
affiliate and its parent bank were sometimes “informal.” The Banking 
Act of ,933 prohibited commercial banks from further participation in the 
filing of new securities directly or indirectly through security affiliates 
The act goes further in providing that each Federal Reserve Bank shall keep 
Itself infornied of the general character and amount of loans and investments 
of Its member banks with a view to ascertaining whether “undue” use is 
being made of bank credit for any purpose inconsistent with sound credit 
conditions^ Undue use of bank credit is reported to the Board of Governors 
off d- Reserve System in Washington, which may then bar the 

ffending bank from using the credit facilities of the SysteL Still further 
powers are created by the provision that the board ma/fix, for Ih Fe^ 
al Reserve district, the amount of loans secured by stock or bond ml 

“ ^ .r;'; 

The administration of the credit-control features of rh. c • • 
Exchange Act of delegated, lot the Z part ITZ;: 

of Governors of the Federal Reserve System Th. K ^ 

prescribe from tinae to time rules and r nH t “ 

amount of credit that may be extended ^ d 

broters on any security reLtered mamtamed by banks and 

any security registered on a national securities exchange. This 







provisic’-n includes loans made hv brokers to their customers and loans made 
b\' banks directlv to the owners of securities, but does not prescribe what 
perccnracm of the market value of a security a bank may lend a broker in 
the call-loan market. 


REGULATION OF MARGIN REQUIREMENTS 

A “martrin” is the technical term used to describe the difference be¬ 
tween the value of a sccurit\' and the amount w hich a broker or bank lends 
a customer to finance his purchase. In other words, the margin is the 
amount of money (or equitv) which the customer has invested in the 
transaction at any time, although not necessarily the amount originally in¬ 
vested. The principal control c.xercised by the Federal Reserve Board is the 
power to vary the minimum permissible margin between broker and cus¬ 
tomer. Since the Securities Exchange Act was passed, margin requirements 
have been at proportions varying all the way from 25 per cent up to 100 
per cent. At the latter percentage, of course, all transactions occur on a 
cash basis. The board rai.ses margin requirements when it feels that specu¬ 
lative ardor shoukl be dampened. For instance, all stock trading was placed 
on a cash basis early in 1946 at a time w'hen the stock market was rising 
and active. A sharp decline occurred in stock prices in September 1946, 
and on February i, 1947, margin requirements w'cre lowered to 75 per cent. 

The main responsibilities of the Securities and Exchange Commission 
in connection with credit control are two. One is the enforcement of the 
regulations described above. The other is the enforcement of a provision 
that registered l)rokcrs may borrow' only from banks that are membeis of 
the h'edcral Re.servc System; otherw'isc regulation of margin requirements 
by the Reserve Board would obviously be ineffective. 


A TENTATIVE APPRAISAL OF REGULATION 

Regulation of the security markets on the scale described in this chapter 
is a new phase in the organi'/.ation of our economic life. The Secuiitics and 
Exchange Commission, one of the mo.st powerful of government agencies, 
is also one of the youngest. An appraisal of the significance of so striking 
a departure from past practice must of necessity be tentative. 

It has been .seen that security markets in general have three basic func¬ 
tions to perform: (i) to make new savings available for new investment in 
the aggregate, (2) to serve as a guide to the most appropriate flow of sav¬ 
ings tiHnvcstment in detail, and { 3) to provide liquidity to the bondi. anc 
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stocks that represent the participation of individual savers in business enrei - 
prise. The degree of success or failure of regulation to date can be judged 
in part by whether it has facilitated or impeded the performance of these 
basic functions. 

The disclosure requirements of the commission ha\e undoubtedly pre¬ 
vented many promotions that are either fraudulent, or are so undesiralile 
economically as to be a waste of the communit\'s resources. The effecri\ e- 
ness of the legislation in this regard was shown by the migration df s^nie of 
our more enterprising promoters to the freer air north of the border. When 
individuals know they will be compelled to meet certain exacting tests in 
the spotlight of publicity, they are less libel\' to tint^lertake (iiiLstiunablc 
ventures. It is, however, impossible to estinwre how much (jf the nation's 
savings have thus been prevented from flow ing to inappropriate uses. Acain. 
present disclosure requirements provide a w ealth of source material w hich 
experts may use in informing the general public as to the soundness ,,f 
various investments. Markets thus become more efrecti\c m reporrmo -real 
values” as knowledge becomes more w idespread. b'inalK , it ma\ be said that 
disclosure requirements tend to elevate the level of business standards in tlie 
financing of desirable enterprise. It is but natural for law n ers, accountants, 
appraisers, engineers, corporate officials, and iiwcstment lianbcrs to exercise 
caution when they know’ that subsequent publicir\’ w ill test their reputa¬ 
On the other hand, it has been said that the costs and dan-ers of present 
disclosure requirements to corporate officials and investmenr I,ankers tend 
to place a damper on new financing. This mav have interfered with the 
launching of new business enterprises, and thus have helped to strengthen 
the hold on their markets of those that already are in operation. Moremver 
it is held that the minute requirements of disclosure take much of the time 

of corporate executives that should be devoted to the actn e manaoemeiw 
of their own businesses. ^ 

In spite of these criticisms it-is gencmily egteed tli.it disclosorc is de¬ 
sirable and necesary and that the present regulations supple a lonn-fcit 
need It IS possible that the specific nature of the reipiireinents mav ''have 
slowed down the flow of savings to investment in the awtoat ' b t i 
would be hard to deny that disclosure has insured a mote appoktiate'd ec 
non of the reduced flow into desirable productive enterprise. 

he regulation of trading practices has substnntiallv eliminated the kin I 
of obvious manipulation described in this chanter Iri;, ™ 
large degree the creation of relative p ic di* ^ J 

.H. .. ™ 



ever, that the markets have become less liquid. This decrease in liquidity, 
it is held, has serious implications for the general economic life of the na¬ 
tion. In the first place it may have the effect of discouraging purchasers of 
new' issues. More important, the organized markets are less able to absorb 
a given amount of selling or buying wdthout experiencing greater price 
movements than was formerly the case. Since a change in dominant busi¬ 
ness expectations may result in just as much selling or buying of securities 
as formerly, the markets are now held to be less stable, a factor making for 
greater business uncertainty. This w^as a criticism heard quite generally after 
the rather sharp declines in security prices wdiich occurred in the fall of 
1937 and again in the fall of 1946. 

Attitudes and opinions in regard to the regulation of security markets 
in all of its phases are in a formative stage. Long experience may be neces¬ 
sary before a final judgment can be made. At present there is but one prin¬ 
ciple upon which there is general agreement. There must be no return to 
the loose finance of the decade of the tw^enties. Regulation that will avert 
this is necessary for organized and stable economic life. 
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NTRODUCTION 

One of the most significant developments in the recent history of the 
Jnited States has been a pronounced increase in the activities and costs of 
government. An analysis of these changes and what they signify must be 
)art o*f any study of American economic life. The rapidly growing impor- 
ance of the state as financier e.xerts far-reaching influences upon the eco- 
lomic affairs of large numbers of people and upon the stability and control 
)f the economy as a wdiole. Still another consequence of the rising trend 
)f government expenditures is the opinion entertained by many people 
oday that the United States is suffering from too much governmental par- 
icipation and interference in economic affairs. 

The rapidly increasing costs of government in the United States pro- 
nde a rough measure of the increasing importance of government in our 
iconomic affairs, and so have given rise to some general questions of great 
irgency. For what reasons do governmental activities expand? How^ wide is 
he “legitimate” scope of governmental functions? Is there any general 
minciple by means of wTich it is possible accurately to set limits to the 
ippropriate spheres of public and private action? It is doubtful if exact an- 
wers can be given to any of these questions, although numerous efforts 
tave been made to answer them. 

In 1859 John Stuart Mill attempted to formulate a workable principle 
vhich he thought would operate as a bulwark against any tendency toward 
)vergovernment. His opinion, expressed in the famous essay O7; Liberty, 
vas that governmental powers could rightfully be exercised over any indi- 
ddual only to prevent harm to others. Admirable as this standard may have 
)een in an earlier day-though even Mill himself encountered difficulty in ap- 



74 OUR PUBLIC FINANCES 

ilying it in concrete cases—it is scarcely adequate at the present time. The 
troblems of a highly developed economy based on private enterprise and 
ree markets cannot be met by any such negative conception of the ^unc- 
ions of the state. Government activity is recognized today as a positive 
actor in the national economy, although its limits cannot be precisely and 
■igidly defined. Governmental bodies in the United States have shown a 
endency to encroach upon the traditional spheres of private action when¬ 
ever it has seemed necessary or expedient to do so. For example, when 
arivate enterprise was unable to cope with the unemployment problem, 
public agencies were compelled to take over the function of relief work. 

Along with such “encroachments” of government have come other, 
more subtle and equally far-reaching, economic problems. The various 
“layers” of government-especially, of course, the federal government-now 
collect and spend so large a proportion of the national income as to exert 
powerful controls over the volumes of production and employment, and, 
consequently, over the flow of national income itself. It is with these pro - 
lems, rather than with the related ones arising front the “encroachments 
themselves, that we shall be concerned in the following three chapters. 

A urasp of these problems requires that we study the fscal activities 
of government. The adjective comes from fisc, which in Latin meant, an 
in Lglish still means, the public treasury. Fiscal activities are, there ore 
activitL concerned with raising and spending public revenues. The entire 

sul.ject usually is called public finuucc, as distingyhy 
„r the financial affairs of business firms and individuals. To finmee . 
expenditure is to furnish the funds for making that expenditure. Thus the 
stLy of finance involves ways and means whereby funds can bo provided 
ole attainment of a given obiect or series of ohiects. -"i 

cerns itself with ways and means of furnishing government with the money 

it needs for its operations. 



CHAPTER TWENTY-FOUR 


Government expenditures 
and revenues 


WHY OUR GOVERNMENT HAS EXPENSES 

Most of the activities of government lie in fields tvhich, for one reason 
or another, it would be uneconomical or socially undesirable to leave to 
private enterprise. This is especially the case with the oldest functions of 
government, such as national defense, the dispensation of justice, and the 
coinage of money. Of only slightly more recent growth is governmental 
initiative in cairying the mail and in constructing and maintaining highwa\’s 
and harbors. Still later in point of time, chiefly within the last hundred 
years, came public education and numerous other so-called A\'elfare activities 
of government, such as provision of hospitals, libraries, and recreational fa¬ 
cilities. Adore directly concerned with the industrial development of the 
nation are outlays for the reclamation of natural resources, for the conduct 
of scientific research, and for subsidies to particular groups of producers, 
such as farmers, silver-mining companies, and merchant-ship operators. 

One school of political thought holds that government should confine 
Itself to those few fields of action which are obviously and completely in¬ 
capable of being cared for either by private profit-making enterprise or by 
c aritable foundations-such fields, for example, as the national defense. 

his school of opinion holds further that the regulation of private business 
Should be confined to the barest possible minimum. The view oriainated 
with the English classical economists of the early nineteenth century yflio 
believed with Gladstone that money should be allowed to “fructify in the 
pockets of the people,” and that as little as possible of a man s income 
S ould be taxed away to support the activities of government The growth 
m popular demand that the government provide services, both to the Inenl 
public and to private business, and 1-har ft.AC. L _ • , . ^ 
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icrms \\ hicli make them available to all, has reduced the adherents of rite 
ninerccnth-centurv view to a small minorin^ whose opinions have today but 
slight influence on public policy. 


THE GROWTH OF GOVERNMENT FUNCTIONS 

It is a loner time now since the tendency t\as first observable, in this 
as in other countries, for the scope of g()vcrnniental functions to broaden, 
and for the burden of taxation to increase in consequence. While this tend¬ 
ency undoubtedly has the endorsement of public opinion, and indeed has 
developed in response to popular demand, the precise demarcation of gov¬ 
ernmental functions remains at manx' points highly controversial. Thus the 
public development of clcctric-pox\ cr resources cannot yet be regarded as 
accepted policy in this country, and the public provision of medical care 
has so far been approved only in exceptional circumstances—as, for example, 
in the case of communicable diseases. The payment of subsidies to particular 
groups of producers has been vigorously opposed, but has so long a history 
that it may almost be regarded as accepted policy. 

Sometimes government charges for its services, as in the case of car¬ 
riage of mails by the federal government, or the operation of a municipal 
p(jwer plant. But most governmental services arc provided free: we need 
think only of highways, education, or the national defense. By and large 
these free services arc paid for by tax rcvcnucs-fcdcral, state, or local. Ex¬ 
cept on rare occasions, taxes arc not assessed according to the benefit which 
an individual receives from the services of government, but instead according 
to some criterion (often rough-and-ready) of ability to payi Persons with 
much property, large incomes, or expensive tastes tend to pay far mote 
taxes than persons not having these advantages. ^ et, while the w ealthy pay 
more taxes, they also tend to make less use of many services-e.g., educa¬ 
tion, and care of the infirm and aged-provided by government than do 
people in the lower income brackets. Thus, so far as the welfare activities 
of government are concerned, public expenditures have the ellect of pai- 
tially redistributing the nation’s wealth and income. 

INDIVIDUAL BENEFITS AND COSTS OF GOVERNMENT 

In reality, the primary purpose of w'clfarc activities is neither to take 
from the wealthy nor to give to the underprivileged; it is rather to hclja 
the latter to maintain a certain minimum stamlard of welfare for the benefit 
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of the entire community, the wealthy included. What happens in practice 
is that the state decides certain services shall be made available to all, even 
though it may be inconvenient, or even impossible, to rcco\ er from the re¬ 
cipient the full cost of providing such services. T\'pically the state further 
decides to finance the expenditure from tax revenues assessed according 
to received notions of ability to pay. The simultaneous pursuit of these tw o 
policies results in a certain transfer of income from rich to poor. 

The fact that governments commonly make hca\y outhu s to amelio¬ 
rate the lot of poorer people suggests an important difference betw een the 
private and the public sectors of the national cconomw Cjo\ crnmenral ser\ - 
ices tend to be supplied by the state without regard to the clti/cn's abilir\- 
to buy them. His needs, usually, are the paramount consideration. In the 
economic affairs of private people, on the other hand, possession of troods 
and services depends upon a person's ability to pay, quite apart froin any 
need. This ability, in turn, is governed by a bewildering varier\- of indix idual 
and social forces operating to determine the distribution of’ the aooregate 
national income. ^ 


THE BUDGET 

The fiscal operations of the public economy, lilte those of many pri¬ 
vate business enterprises, are organized and conducted through a budoet 
The budget IS an itemized plan of public expenditures and recemts prepared 
in anticipation of a given period of time, usually the fiscal year. It in.dvzes 
anticipated expenditures of every kind dotvn to the smallest possible iub- 
ivision, and indicates the various estimated revenues from vhich the ex 
penditures are to be made. The budgets of some American units of .rovern- 
ment such as the federal government, the governments of some of our more 

Zs d:cii:el,“ 

The poHws of representative bodies rest ultimately upon control of 

fontZZ their right to this 

rontrol. In most governments, however, it is recognized that rh^ 

IZl '^T S”''“"™"tarneeds and resourcesTa 
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by the executive to the legislature for 

reserves the right to criticize the budget down oZT!, i ® 
to substitute entirely new proposals of its own “ ’ 
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The procedure in framing our federal budget is briefly as follows. The 
preparation of the budget for the fiscal year beginning July i extends all the 
wav back to the preceding fall. At that time all governmental departments 
and spendino- agencies submit estimates of requirements for the next fiscal 
year. These estimates arc reviewed in detail by the Bureau of the Budget 
and then collated by the Treasury. After approval by these agencies, the 
proposed expenditures for the fiscal year to come, together with estimates 
of the probable revenue from the existing tax structure, are submitted by 
the President to Congress in January. The budget is turned over by the 
House to its Appropriations Committee for a review of the proposed ex¬ 
penditures. Aleanwhile the Treasury may submit proposals for changes in 
the tax structure, and these are referred to the House Committee on Ways 
and Means. Both committees commonly hold extensive but unco-ordinated 
hearings. After approval by the House, appropriations and proposals for 
changes in taxation go to the Senate, where a similar procedure is followed. 
DiflFercnccs between the two houses are ironed out in conference, and the 
various bills arc sent to the President for signature. In the case of appropria¬ 
tion bills it is important that all stages be completed before July i, for other¬ 
wise the operations of government may be held up for lack of funds. 


GOVERNMENT FINANCE VS. PRIVATE FINANCE 


It will be observed that significant difl'erences exist between govern¬ 
ment finance anti private finance. First, the motive underlying most budg¬ 
etary outlays by the government is the promotion of public welfare rather 
than anticipation of net profit, most services being supplied free or at low 
co.st. In the field of private enterprise, on the other hand, the primary mo¬ 
tive is the desire for profit. Second, because of its powers of sovereignty, 
government is in a position, within wide limits, to adjust its revenues to 


meet its proposed expenditures. 

Normally, in planning its expenditures, a unit of government first de¬ 
termines which services the community may be expected to need or de¬ 
mand. 1’he choices having been made, the next task is to ascertain the costs 
of the services and to discover ways of apportioning the costs among the 
taxpayers. In this way, necessary revenues tend to be governed by the 
magnitude of expenditures. In the ca.se of a business firm, adjustments tend 
to occur in the opposite direction: after estimating probable sales, the execu¬ 
tives decide how much they should spend for materials and labor. 

^Hiesc remarks apply to more or less regularly recurring expenditures 
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for current purposes. Neither governmental units nor private business make 
it a rule to finance capital expenditures out of current receipts. When a city 
needs a new public building or an improved water supply, it issues bonds, 
much as a private corporation might. Here again, however, a distinction 
must be made, for interest on municipal bonds may be paid from taxes, 
whereas corporate bond interest is a charge against earnings. Capital ex¬ 
penditures by governmental units must be justified in the eyes of the citizenry, 
but they need not “show a profit” in the commercial sense of that phrase. 
Many municipal improvements of permanent value (in a fashion similar to 
fedeial measures for the conservation of natural resources) do not yield any 
direct cash revenue whatever. Their ultimate value to the community is 
not less on that account; moreover, many such improvements could not have 
been undertaken at all had it been necessary to finance them entirely from 
current tax revenues. 


USES OF GOVERNMENT CREDIT 

Governmental units also borrow for other purposes than the financing 
of capital expenditures to pay for permanent improvements. In normal 
times a rough equilibrium between a government’s revenues and its expendi¬ 
tures can be established in advance, although a deficit or a surplus may 
emerge at the end of the year as a result of inefficient planning or unfore¬ 
seen contingencies It may happen, however, that during a business depres- 
n ax levenues decline at a time when a corresponding reduction of ex 
pend,tores would cause great hardship. Indeed, at such a time expenditures 
for relief, may actually have to be increased. On these occasions exoendi’ 
tures must, w.ll.ngly or unwillingly, be met in part by borrowing, m was 

. JiTis™"""' y":'- ”T •*' 

U'hen military operations are conducted on an/co“bleTcrr ^d' 
tures tend inexorably to increase fiirthpr o ri ^ -j ale, expendi- 

This is true even thLgrrrater" 

ing World War II fnr • h r j ^ imposed. Dur- 

tinls thoseTf the ^ f™™e„ 

about eight times as large as in ,93)-4l MuchTh™'" ” 

federal debt of around It.itn ■ ®tgest part of the present 

World Wars I a^d r “P'-td by the cost of 
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FEDERAL EXPENDITURES IN PEACETIME 


Prior to 1917 the cost of the federal government did not exceed $1,000,- 
000,000 a year. During the nventies federal expenditures ran at the rate 
of about $4,000,000,000 yearly. After 1930 federal outlays rose steadily, 
reaching around $8,000,000,000 annually in 193? ^93^' The expansion 

of public spending during the thirties coincided with the Great Depression 
and was caused in large part by the assumption of responsibility by the 
United States Treasury for major expenditures on relief and public works 
to mitigate the effects of the slump. The rise in fedeial outlays after 193® 
was not accompanied by any corresponding increase in revenue, not by 
any significant decline in spending by state and local governments. For the 
first time in the history of the nation a sizable peacetime growth occurred 
in the national debt. Even prior to the outbreak of \Voild Wat II many 
people had come to believe that the cost of government in the United States 

had reached an alarmingly high figure. 

Numerous causes have contributed to the rising level of public expendi¬ 
tures. The population has doubled since 1890. A second cause has been in¬ 
stability in the purchasing power of the dollar: the rising price trend from 
1900 to 1920 helped greatly to increase the cost of government during that 
period. Prices fell somewhat after 1920, and particularly after 1930, but 
World War II has seen a further marked decline in the commodity value 
of the dollar. By far the most important cause of the long-term growth in 
federal outlays, however, has been the continuous broadening of govern¬ 
mental functions and the acceptance of responsibility in Washington for 
the welfare and economic security of individuals, as well as for the conserva¬ 
tion and development of natural resources, on a scale and in a manner which 


would h;ive astouishctl our forcfathcis. 

In some degree the growth of the wealth and income of the nation 

has furnished a prior condition for the growth in governmental functions. 
The rising productivity of American industry enabled the government to 
make a draft upon the national income which would have been intolerable 
in past eras when the country was much poorer in material goods. In tech- 
nicnl ln.,gu»gc, the taxal.le capacity ttf titc econt.tny I,as expanded greatly, 
even tlttingh tax revenues have tuit kept pace with recet.t rates ttf public 

“'"'"it", I outlays hy federal, state, and local governments rose from thir¬ 
teen hillion dollars in „.,o ro fifteen hillion in i,.,.,. »<^ventcen hill,on m 
, 0,8 and over one hundred hillion in . 945 , the peak year for wartime ex- 
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penditures. During the fiscal year 1948 (i.e., the twelve months ending 
June 30 of that year) the federal government spent $36,000,000,000, to 
which must be added about $10,000,000,000 for state and local governments, 
making a total of about $46,000,000,000 for all jurisdictions. The present 
cost of government is thus about two and one-half times what it was before 
the onset of World War II. In part the higher level of expenditures is due 
to the fall in the commodity value of the dollar, in part to the interest charge 
on a vastly increased public debt, and in part to a peacetime military estab¬ 
lishment much larger than in 1938. 


THE NEW DEAL AND THE FEDERAL BUDGET 

As has already been hinted, the teidest expansion in peacetime govern¬ 
mental functions in recent decades occurred during the New Deal period 
0 the thirties. Perhaps the largest changes in the scope of federal expendi¬ 
tures were introduced with the budget for the fiscal year ,934, the first 
of a senes Deal budgets. Proposals were made for a tremendous 

X and I , T'""' W-opriations were included for 

relief and public works. Certainly the depression of business had been very 

^ t ere and m 1933 the incoming administration had a mandate to put people 

Irack to work ay to carry out a number of reforms, many of them ex- 

Xon'uXrri^’ halting 

fashion, under the ministrations of the New Deal. ^ 

to X"’ “P^ditr'res^r the New Deal policies giving rise 

for “recovery and relW^’PP^P^^ions were 

i-»t:h::::b„itXr™“^'' pHncpa, 

for 1930. Thus total federafexpenXref i^'m 

peoaitures m ,940 were more than double 
created in Chapter 3^ stimulating employment of productive resources is 
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those in 1930. The “regular” item of expenditure which showed the great¬ 
est increase over 1930 was that for national defense. In 1940, the outlay for 
this purpose was almost one and one-half billion dollars, more than twice 
as much as in 1930. Other “regular” expenditures increased, though not in 
like proportion. 

The largest part of the increase in outlays during the decade was due 
to the rapid expansion of federal functions of an “extraordinary” character. 
The greatest single item of this nature \\’as the category, “relief expendi¬ 
tures.” In 1930 the category was not one under which the federal govern¬ 
ment spent any money; in 1940 the appropriation for relief amounted to 
more than one and three-quarter billion dollars. During the decade the in¬ 
creasing sense of responsibility of the federal government was extended to 
include another problem area—the depression in agriculture. In 1930 out¬ 
lays for this purpose were less than a quarter of a billion dollars; by 1940 
they had risen to more than one and one-quarter billion, a sum which cov¬ 
ered the expenses due to subsidies, production control, conservation, and 
other parts of the New Deal program for agriculture. 

Another change of considerable magnitude was the appropriation of 
^378,000,000 in the budget for 1940 for the operation of the social security 
program: in the 1930 budget this item had not figured. Part of the sum 
mentioned was used to defray administrative costs; the remainder was dis¬ 
bursed as grants-in-aid to state governments, or was placed in reserve to 
meet future old-age benefits. In 1940, roughly $300,000,000 were appro¬ 
priated for the Civilian Conservation Corps and $80,000,000 for the Na¬ 
tional Youth Administration. Again, the 1940 budget provided an expendi¬ 
ture of about $13(),ooo,ooo for the “railroad-retirement account”; that is, 
for the payment of lienefits to retireil railroad workers. In 1930 the Civilian 
Conservation Corps did not exist; nor had aid to youth and the provision of 
railroad-retirement benefits yet become federal activities. Another major 
item of increase during the decade was only indirectly connected with a 
broadening of governmental functions. Interest on the public debt in 1940 
was slightly more than $1,000,000,000; in 1930 it had cost hut $660,000,000. 

One further point deserves notice. Some categories of expcndituie in¬ 
troduced during the thirties have disappeared or have since heen ahsorhed 
elsewhere. 'I'hc Civilian Conservation Corps and the National \outh Ad¬ 
ministration are no longer Math us. Born of the depression, they seem to 
have been considered inapiuopriate to a wartime economy. Other appropria¬ 
tions in the New Deal budgets, such as those for agricultural recovery, so¬ 
cial security, and the railroad-retirement benefit plan, originally treated as 
“extraordinary” expenditures, have since lieen transferred to the category 
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of “ordinary” expenditures. The l.rttcr cl,.inge illustrates the p,-oecss 
w ere y new extiaordinary ’ functions of governnient may later assume 
t e guise of regular or normal government activities. 

FEDERAL EXPENDITURES IN WARTIME 

Modern war is extremely costly. As the resources of the nation he- 
ame ever more heavily engaged in fighting World War II, federal expend,- 

of *e™federal 'V 40 , huducts 

expenditures for Z"acrivi ie's’^'far 

compiled on this basis ^ 

the war. they are nevertheless illuminating. For fiscal icirs , I 'i 
.94<! the totals are shown in Tahle to. ' ''"'""S'’ 

Table 20 generai and war expenditures by the federal 
government, fiscal years 1940 TO 1946 


1940 

General expenditures * 8.4 
War activities t 1 5 

Total expenditures 9.5 

* Includes interest on the notional debt, 
t Includes veterans' services and benefits. 


(in billions of dollars) 


1941 

1942 

1943 

1944 

1945 

6.4 

6.4 

6.1 

6.7 

10.4 

6.3 

26.0 

72.1 

87.0 

90.0 

12.7 

32.4 

78.2 

93.7 

100.4 


1946 

16.5 

48.5 
65.0 


tribnllwftorLtfcfcaul:' «- 

high as they had been in 1040 Geier I 

rather stable around six and oiie-h If h'lr‘^•'P'='’'''turcs remained 
but since the close of hostilities have shZn " •'t .Vcars, 

reaching sixteen and one-half billion for the fi I ‘“''“P'-'h 

•946. Estimates for the fiscal year lo are L ^o. 

penditures (including tiAWooooJ. f for general ex- 

the debt) and Sao.- 

hough military expenditures fas wn. 1 K ^ $48,000,000,000. Thus, al- 
ince 1945, such outlays still comprise ah ^ fallen drastically 
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and services have risen much above prewar levels. In common with the 
rest of us, the federal government has found that the dollar does not stretch 
as far as it used to. In part, higher levels of postwar expenditure reflect this 
fact. But the war has had other effects too, and some of these may be traced 
among specific items to be found in the budget. In particular, interest on 
the public debt has increased fivefold, and the cost of the Veterans’ Ad¬ 
ministration tenfold, as a direct result of the war; each item now amounts 
to around five and one-half biUion dollars (Table 21). Another item of a 
more temporary character has swollen recent budgets: owing to overpay¬ 
ment of wartime taxes, an appropriation of three billion dollars for tax re¬ 
funds was necessary in 1946. 


THE FEDERAL BUDGET IN WAR AND PEACE 

It is obvious from this discussion that, in consequence of the war, fed¬ 
eral outlays have increased at many points, and that many such increases 
are of a more or less permanent nature. While it is still too soon to sketch 
the outlines of a typical postwar budget, some further light may be thrown 
upon the changes which occurred during the war itself. Table 21 compares 
federal expenditures for 1939-40 (the last representative peacetime year) 
and 1944-45 (the year of peak wartime expenditure) with estimated ex¬ 
penditures for 1949-50. Most of the items are self-explanatory, or have al¬ 
ready received comment. 

In 1944-45 the vast expenditures for “national defense,” and for the 
merchant marine, accounted for nine-tenths of all appropriations. Proposed 
expenditures for defense in 1949-50 are much lower than during the war 
but far higher than in 1940. The sharp increase in the item “international 
affairs and finance” for 1949-50 reflects expenditures proposed under the 
Marshall Plan to aid Europe. The virtual disappearance of federal expendi¬ 
tures for relief may be noted; also the forthcoming appropriation of large 
sums for the development of atomic energy. Not only the army and na^, 
but also the merchant marine, cost far more during the war than they did 
before or have since. A steady increase can be seen in expenses of genera 
government,” i.e., of the legislative and judicial establishments, and of the 
Lecutive direction of the government in Washington. The transfers to 
trust funds on account of old-age and survivors’ insurance, as ^ 
for the future payment of pensions, also grew steadily. In t e u ge 
,949-50, there was proposed for the first time an appropriation for heal 

insurance. 
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Table 21 


FEDERAL EXPENDITURES AND NET SURPLUS OR DEFICIT, 
FISCAL YEARS 1940, 1945, AND 1950 

(in millions of dollars) 


National defense 
Air and army 
Navy 
Other 

Veterans’ services and benefits 
International affairs and finance 
Social welfare, health, and security 

Retirement and dependents’ insurance 
Assistance to the aged, etc. 

Work relief and direct relief 


Tax refunds and miscellaneous 
Transfers to old-age trust fund 
Transfers to health-insurance trust fund 
Total expenditures 
Total receipts 

Surplus ( + ) or deficit ( —) 

Estimate, 


1940 

626 

865 

6 

551 

50 

136 

662 

2,189 


83 

550 

9,847 

5,937 

■3,910 


1945 

49,958 

30,087 

4,485 

2,094 

677 

330 

412 

4 


1950 * 

8,074 

4,674 

1,520 

5,496 

6,709 

726 

1,227 

2 


Housing and community facilities 

Education and general research 

Agriculture and agricultural resources 

160 

28 

64 

1,574 

337 

- 183 

161 

402 

388 

414 

Other natural resources 

1,611 

1,662 

Conservation 

Atomic energy 

452 

246 

1,136 

Transportation and communication 


— 

725 

Merchant marine 

Other 

98 

3,183 

185 

Finance, commerce, and industry 

458 

224 

1,401 

Labor 

• 

106 

107 

General government 

11 

157 

187 

Interest on the public debt 

343 

1 j 

919 

1,224 


3,622 

1,968 

1,310 

101,708 

47,767 

53,941 


5,450 

2,246 

4,120 

260 

48,335 

47,462 

-873 
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The final entries in the table show how in 1944-45, although federal 
receipts expanded greatly as taxes were increased, they did not expand 
rapidly enough to cover the vast growth in expenditures. The proportion 
of expenditure covered by receipts declined from 58 per cent in 1940 to 
46 per cent in 1945. The annual deficit, to be financed by borrowing, in¬ 
creased from less than $4,000,000,000 to almost $54,000,000,000. Deficits 
during the war years raised the federal debt from $43,000,000,000 on June 
30, 1940, to $259,000,000,000 on June 30, 1945, and $269,000,000,000 on 
June 30, 1946. Fiscal year 1947 ended with a small surplus, and fiscal year 
1948 with a surplus of more than $8,000,000,000. Deficits of some hundreds 
of millions of dollars are anticipated in 1949, and, if taxes are not raised, in 
1950 also. 


PROSPECTIVE TREND OF THE FEDERAL BUDGET 

A “typical” federal budget during the prosperous 1920’s amounted to 
approximately two and one-half billion dollars. A typical New Deal budget 
authorized appropriations of about eight or nine billions. While it is too 
early to predict with accuracy the size of a “typical” postwar budget for 
the 1950’s, it is certain that annual federal appropriations for years to come 
will be far above those of the 1930’s. The American people should be pre¬ 
pared to carry a “normal” federal budget calling for outlays approximating 
forty billion dollars. The reasons for this marked change in the level of fed¬ 
eral expenditures are clear from the preceding analysis of the functions and 
of the cost of government. The war has brought to the United States many 
new responsibilities, domestic as well as international. These responsibilities 
cannot be effectively met without substantial financial resources. To cite 
just a few specific examples, there is the annual interest charge of five billion 
dollars on the national debt. This one item alone is twice the size of an en¬ 
tire “typical” budget twenty years ago. Appropriations for national defense, 
while far below those of .944-45^ ^vill be the largest single item among fed¬ 
eral expenditures (one-fourth of the 1950 budget is appropriated to this 
purpose). Billions will probably be spent to aid the tottering economies o 
Ih.ropc and Asia. Veterans’ benefits and services will consume a large por¬ 
tion of annual appropriations (about one-ninth in 1950), a regulai or 
“ordinary” form of expenditure. 

A oicnt n.any people arc asking wlictl.cr tire American economy can 
shoul.ler tliis heavy burden. Won’t this huge cost of government entail a 
tan burden which tlie American people and the American ““'""’y 
siinnort? This is not the place to engage in a full discussion of this question, 
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some specific aspects of which are treated in Chapter 26. But the general 
principle from which tentative answers to these questions may be derived 
can be stated here. 

The absolute size of the national debt and the absolute per capita cost 
of government are not the determining factors. The questions raised above 
turn on the relationship which these magnitudes bear to the total national 
income. If the national income is maintained at a level at least as high as 
that which it reached during the war, the ratio of the cost of government 
or of the tax burden to the national income may not be significantly greater 
than what it was before the inflation of prices and before the greatly ex¬ 
panded national output brought on by the war. If, on the other hand, the 
economy should suffer a sharp contraction in production, employment, and 
prices, the ratio of the tax burden to the national income could rise to a 
point Where it might become a danger. It is encouraging that the estimated 
gross national product for the calendar year 1948 is $250,000,000,000. It is 
of vital importance that this value of gross national product be maintained 
or, better that it be increased, providing it is an expansion based upon pro¬ 
duction of goods and not upon inflated money values. 


FEDERAL REVENUES 

To this point, in discussing the financial operations of the federal o-qv- 
ernment, attention has been confined to expenditures. As already explained 
governments broadly speaking, estimate their expenditures in any fiscal 
year first and proceed subsequently to determine how much revenL they 
need, or how much they will be able to obtain. A study of public revenues^ 
therefore, logically follows a treatment of public expenditLes 

Ihe first category, illustrated in the case nf r n t 
by postal rates and Panama Canal tolls is seldom government 

revenue for general budgetarv nnm™ Tt, ™'portant source of 

activities of a public enterprL^re n^ally pledged to“ 

costs, and only the surplus (or deficit) Lds ifs wayZthe”! 
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luiui III iIk I iwisiiis. SiMMc I ui'i'pv.in 1. r. v'.c ]^<r'2(: 'MiiH'. 'nii 

(il iiili.iicii aiiil III. lull iii<in(ip..'nt'.. I'ur ji’-ir,' ' ; T-.i- .‘.r<. i nn- 

il \\ .u s III riilki'niv,; I he i ,ri a h, ( 'iiirt 

lines ami lu lets e h.ir^eal tm' ihe re cui r.i: a a’ ' t p.'.tenr < •: :'‘';:;n(( nf 

a j),iss|i(iit. are '.^ener.ilU uninipi'laaiu .u .1 •-i'’.,:\e <il re-.en .e. An eempU'iii 
is the t'asc nl speei.it .I'-seu'-menis leeieai lu Iik,.: '^<■\ Lrn::xr .'Sia h aseess- 
meiiis arc nuule ari.iinst imiie uiu.il pri>perr\ (.v>. lur'- in rtn.rn Inr htiithi'. 
conferrcil 1 )\’ imhlic iinproe enient'-. ^ueli a- p.u imj streets .ind l.i\inp side¬ 
walks. Special assessments are an inipurr.inr turn; ut reetnue lu local U'wern- 
iiients. anel ha\e ueeasiun.ilU’ hetn eulleete»! lu the L nited States I rtasnry 
in eonneetiun with reelaniatiun pruieet-. I taierat pr.ints-in-aid h;nc made 
tlic thirel eateworv an inercasini^U' important soiirte of reeemie to state 
and local erovcrnnients, hut the pa\nicnts are all in one direction, and the 
federal uovcrnnicnr does not obtain funds in this fashion. F vidently, so far 
at least as the l-’cdcral Treasurv’ is concerned, rexenue must come alnicut 
w holK' from taxes. 


THE NATURE OF TAXES 


A tax mav be defined as a compulsory- contribution from all persons 
in a given situation, the proceeds of w hich are used to defray the general 
expenses of government. Ordinarily the obligation of the taxpayer df>cs not 
rest upon the receipt of any special benefit, nor arc the proceeds from a 
particular tax earmarked for a particular purpose. Indeed the Otnstitution 
provides that taxation shall be for the geJieral welfare, and this provision 
has been held to preclude the earmarking of federal revenues. However, 
emplox-ment taxes and hiehwav taxes (to be discussed below ) afford partul 
exceptions to this rule, for a major portion of the revenue from each of 
these levies is used to proHde benefits to a particular group of taxpaye^. 
Yet such cases may be regarded as exceptional. Moxt taxes are imposed with¬ 
out reference to special benefits conferred, and their proceeds are devoted 


to general budgetary needs. 

In this connection it is helpful to compare taxes with special asess- 
ments. These levies are alike in that both are compulsory, the proceeds fr^ 
both are used for a public purpose, and both, consututionally, are found^ 
upon the taxing power. The diflFerences between them are no less 
cant. Since a tax may fall upon anyone, the taxpaying obliganon tends to 
be universal, w hereas special assessments are levied only upon those owne 
whose property is adjacent to the improvement. Again, 
erations govern the levy of a tax and a special assessment. In the latter case 
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special benefit is the paramount consideration. In the case of a rax, abilic 
to pay—rather than any benefit derived—is the principal standard. 


THE VARIETIES OF TAXES 

Taxes are commonly cla.sscd as direct or indirect, according ns rhc\ 
are assessed upon income receivers or property (jwiiers in yencral on tlit 
one hand, or upon the production, importation, or consumption of particular 
goods and services on the other. Direct taxes include raxes (m incomes ,md 
property, estate, inheritance and gift taxes, and poll taxes. Indirect taxes 
comprise customs duties, automobile licenses, excise taxes on items such as 
liquor and tobacco, and sales taxes. 

Ta.xes on property, poll taxes, automobile licenses and sales taxes are 
evied almost exclusively by state and local governments. Dminn the nine¬ 
teenth century state governments satisfied their needs for revenue irninK 
from the general property tax, but within recent decades thew Icn e col- 
ected large sums from the taxation of automobiles and yasolme, and mun 

dune ,s the esdustve preroganve of the federal govern,uenr, and f,„- a 
ongnme was 'tsn,a,n source of revenue. By ,9,, e.vdse taxes on honor and 

the Dast . '"'P"™"' PP'« federal revenues, hut L until 

the passage m that year of the Sixteenth Amendment to tl,e Conscitution 

could tiM federal government impose incon.e taxes. The federal inco.ne tax 
TrZr77h7 ”7- '-'■’ieeJ States 

heavier Lrde:t;rh::i:d7::d'‘"" 

hT -.n 

accounted for about one htilf r r ’ duties 

■c. “iir, ;rLt,y::“r “';»» 

the tneome tax, which provided two-thirdrofTrd''' T 
- the twelve-month period iX^uneTo o^the 
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fiscal year 1947 personal and corporate income taxes contributed more than 
thrce-(]uarrers of all federal tax revenues; personal income taxes contributed 
slightly less than one-half. Excise taxes on liquor, tobacco, gasoline, and 
many luxury items accounted for one-eighth of total revenues—customs 
duties for less than i per cent! 

The broad recognition git en to the principle of ability to pay—as mani¬ 
fested by the growth of revenues from federal income and estate taxes, and 
by the introduction of income-tax laws in numerous states—has been some¬ 
what modified by a return in some cases to heavy taxes on consumption. 
Such taxes have, in many states, taken the form of sales taxes, and, in the 
case of the federal government, of special wartime taxes on furs, jewelry, 
cosmetics, railroad travel, and telephone and telegraph communication. 


FEDERAL REVENUES IN RECENT YEARS 

Table 22 analyzes federal revenues for the fiscal year 1940, the most 
recent representative peacetime year; for 1945’ wartime year in which 
revenues—like expenditure.s—reached a peak. It also includes estimated rev¬ 
enues for 1950. This table is comparable with, and complementary to, the 

Table 22 federal revenues, fiscal years 1940, 1945 , and 1950 

(in millions of dollars) 



1940 

1945 

7950 * 

Individual income taxes 

982 

19,034 

19,135 

Corporate income taxes ' 

1,281 

16,399 

12,252 

Employment taxes (social security) 

834 

1,779 

5,284 

Estate and gift taxes 

360 

643 

653 

Alcoholic beverages 

624 

2,310' 


Tobacco 

608 

932 

. 7,900 

Stamp duties 

39 

66 

Manufacturers' and retailers' excise taxes” 

447 

1,207 


Miscellaneous internal revenue ' 

148 

1,430 

407 

Customs duties 

349 

355 

Other receipts ^ 

265 

3,612 

1,831 

Total revenue 

5,937 

47,767 

47,462 


* Esiimalo. 

' Including capital slock and doclarod-valuo excess profits taxes. taxes 

^ Include* ospocially taxes on gasoline and lubricating oils; and in 1945 and 19 p 

wud —....d .. id„d.........d ... 
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table already given for federal expenditures. Wartijiie eharigcs arc lea.lils 
observed. The expanded yield of income taxes to roughlv fifteen times prJ- 
war affords a striking detnonstration of the flexil.ilits 'tjf' tliis source of rev - 
enue. The expansion was due partly to higher rates'ami p.mtlv to w artime 
inflation of incomes. The item for corporate income t.ives inciiides in 104; 
the yield of wartime e.vcess-profits taxes. In 1045 liractic.illv all ocher cases 
yielded someudiat more than they had in ,,440, hut the increase is most 
struing in the case of alcoholic beverages, tlic rates on which had been 
raised sharply. As explained in footnotes to the tables, the increased receii.rs 
from manufactmeiV and retailers' excise taxes" and from “misceHane .'us 

ZsT '7"“' f™'" “ "f "attune consumption 

levied upon a wide varietj- of luxuries and seiuiluxuries. The esiim ices 

foi 1950 are those given in the President's annual bud.eet messaee. Thr s ield 
from individtia income taxes is expected to increase'still further but'ow 
ing to the repeal of excess-profits taxes revenue from corporate income tax ■ 
has already fallen sharply from its wartime peak. 

the AMERICAN TAX SYSTEM 

.r.s - 

'vere necessarily incidental. The remainder of rl 7 

the characteristics of different taxes! and t! 

whole. tax system as a 

Altogether about fourteen billion dollars woe .-i- i ■ 
the United States in 1939. The laro-est share I ' ' tcvenues in 

xvas federal revenue with the star'’ u f’°“' ■*" P" '''e total, 

tions. The temainlg " * "uV* 

uwts In the war years federal revenues 7 e 7 pidlv 
and local revenues remained comparatively stible 
eral share of total tax collections for veJ ■ ^ ^ ^‘'"sequence the fed- 

5hare of state and local governments dLliner^" 

2ven with a further development of fed ^-Tvertheless. 

:axes are likely to remain the main source^^f local 

ocal needs. Some of these taxes will be describeTbdot! 
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TAXES ON PROPERTY 

Property taxes supply about two-fifths of state and local revenues. The 
states derive only 4 per cent of their revenues from such taxes, but local 
units depend heavily upon them. The federal government levies no property 
tax. Because the levy is usually assessed against all real and personal prop¬ 
erty owned by the taxpayer (except certain exempt items), it has become 
knowm as the general property tax. Its justification rests upon the assump¬ 
tion that o\\ nership of property accurately reflects ability to pay taxes. 
This assumption is perhaps less readily justified than the corresponding as¬ 
sumption in the case of taxes upon income, goods produced or consumed, 
or other evidences of wealth involving a flow of money over a given period 
of time. In extreme cases a property ox\'ner may have little or no cash in¬ 
come, and may be forced to borrow or to sell part of his property to pay 
the tax. 

During the depression of the thirties the- relation, in general, benveen 
the possession of property and the receipt of cash income out of which to 
pay the property tax was such that numerous delinquencies occurred, 
Among other defects, the general property tax is not graduated, but is lev¬ 
ied at a uniform rate, no matter how valuable the property, or how wealthy 
the owner. It has frequently led, also, to competitive undervaluation amon^ 
local communirics and has encouraged tax evasion and dishonesty. Conceal¬ 
ment of certain kinds of personal property, particularly intangible claim: 
to income, has been a common practice. The impossibility of enforcing the 
tax cfTectively has led to reforms in many communities, such as the assess¬ 
ment of low'cr rates upon personal than upon real property. At best sucl 
reforms have alTorded only a partial solution to the problem. 


INCOME TAXES 

The levy on personal and corporate incomes has displaced the prop 
erty tax as the prime source of revenue in the modern state. The receipt o 
income, unlike the po.sscssion of property, guarantees the availability o 
cash resources with which to pay the tax. Because of this, the problem 0 
delinquency is unimportant, while the tax can be brought closdy m hn 
with ideas about ability to pay. Disputes about the valuation of properr 
arc avoided. Moreover, evasion can be rendered difficult by such devices a 
the collection from employers of data showing amounts of wages and sa 
arics paid by them to specified individuals during the year. On the ot le 
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hand, in the case of political units which are geographicalh’ small the hiisi- 
ness of collection is complicated by the receipt by residents’ of income from 
outside the area, and by the origin within the area of income paid to non¬ 
residents. Partly for this reason, the use made of the income tax b\’ the 
three layers of government is precisely the reverse of the use made (if the 
property tax. The federal government makes great use (,f the income tax 
and none of the property; in the case of local governments the opposite is 
true. About two-thirds of the states have adopted the income tax in some 
form but do not rely heavily upon its yields. Total revenues from state in¬ 
come taxes were about $350,000,000 in 1939, or only one-sixth of the \ ield 
of the federal income tax in that year. In 1948, total income tax (iierional 
and corporate) collections of the federal government v ere oter S;,,oo.- 

000,000; total state income tax collections were $1,070,000,000 or about one 
thirty-eighth of the federal. 

The fact that income taxes arc assessed according to a liioliK- spcciali/cd 
deymon of „er mcome does not matenally dimmish titeir coh'onn.rs- to tl,c 
criterion of ability to pay. Expenses involved in obtaining the inc.mic and 
ny losses incurred by the ta.xpayer are deductible, as aic cliaritabic con- 

The tax “then"'”’’ 'T of depenients. 

refer to he f de T" 1“' suranianrcd 

hi h ^ ^ personal income tax. The calculation of the income tax 

payable by a corporation, and assessed against its net Drofits is . i 
comDliratf^rl Tho « ■ ^ pioHts, is much more 

ates of tax on personal incomes are progressive The fede. ’^l' 
p 45 incomes were graduated from 2j p„ cent on’ the r "" 

»I,000 of taxable net income to 94 per cent on lro, r 

in excess of $200,000. The innR roT^c -or ‘ P‘OC of his net income 

federal income tax on corporations "Xo graduated in” X'c T"'' 

w.* pro«ts x :::zz 


OTHER TYPES OF PUBLIC REVENUES 
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the funds collected and disbursed appear in the accounts of the Federal 
Treasur\-, the collections may more properly be regarded as compulsory 
insurance premiums than as taxes. 

Siilcs tiucs. The use of sales taxes has undergone considerable expansion 
in the L'nitetl States since 1930. Of the many forms of sales taxes, that most 
common 1\- in use today is the tax levied at a uniform rate on retail sales of 
ooods and scix ices. Fxemptions are sometimes provided for certain essen¬ 
tials of life, such as food. Nevertheless, sales taxes have been criticized, in 
common with many other indirect taxes, on the ground that they do not 
take into account capacity to pay. It would be unusual for a person with 
S:o,ooo a year to buy ten times as much of the articles taxed as a person 
M ith §2,000 a \ car; hence the latter is likely to contribute a larger percent- 
a<,re of his income in sales taxes than the former. It has been further argued 
that such taxes are tiresome to collect and frequently evaded. 

In 194S, twenty-seven states and many cities were levying sales taxes of 
one type or another. Fhe aggregate revenue supplied to the states from this 
source amounted to 1,300,000,000 in 1948, or substantially more than the 
N-icld from state income taxes in that year. All told, sales taxes provided 
about 12 per cent of total state and local tax revenues. The proposal that 
Congress enact a general manufacturers' sales tax, administratively the most 
feasible kiml of federal sales tax, has not been seriously entertained since 
.932, although the scope of federal excise taxes on individual commodities 

was greatly expanded tluring World War II. 

iMjtior ami lobacco taxes. Among indirect taxes common to most conn- 
trie, of the u..rl,l nnci long sanoiititc.l l.y tradition ate dtitics on liquor and 
tohaeco. Along tvith other indirect taxes, they take slight notice of the 
princi,.le of ahilitv to pay, although it may be claimed that the mdividua 
who can alford l.i drink or smoke can also afford to hear taxes. W hetlici < 
nofthe commodities concerned may truly he considered luxuries (tobacco 
is sometimes called a ‘•conventional necessity"), the real iustiltcation m h 
public mind for heavy taxes on liquor and tobacco undoubtedly lies in the 
union ,hat-as a people-we drink and smoke quite enough as things »nA 
•riie implication is that, if ihcse t«o coinmodities wore not taxed we should 
consiiinc more of thcni than would be good for us. In line wlA ""’ '’'"'S ’ 
beer and wine arc taxed at lower rates than di^illcd spirits. “ 

from these taxes is very substanlial, althongh it docs not conipa.e with the 
yield of the incline tax. In iiM" federal taxes on alcoholic '"■''"Vy’ 
dneed tivcr two liilli.nl dollars. The .states also tax liquor, and in lyqS 
rived f ,oo,o,«.,ooo from this source. The federal government taxes m^t 
factnrels. whereas the states collect their liquor taxes front svholesale and 



GOVERNMENT EXPENDITURES AND REVENUES 595 

retail dealers. Several states—e.g., Virginia and Vermont—have chosen ro 
monopolize the retail distribution of liquor. Federal taxation of tobacco 
yielded over a billion dollars in 1948. At present, thirty-nine states ha\c 
tobacco taxes, which are a recent development in the field of state taxatifm. 

Highway taxes. The construction of the extensive highway svstem of 
the United States has been financed for the most part by special taxes and 
license charges-especially gasoline taxes and annual registration char«'cs 
collected from owners of motor vehicles. Each of the three levels of oo\-- 
ernment makes use of one or other of these. The federal got'ernment taxes 
gasoline, lubricants, and automobile parts, but bas no motor-vehicle tax 
(except in the District of Columbia). All states le\’y gasoline and registra¬ 
tion taxes, and even some local units tax the sale of g'lsoline. The taxation 
of gasoline in New^ York City is part of the general city sales tax. The re¬ 
proach that as indirect taxes they fail to conform to the principle of abilit\' 
to pay IS met by the claim that the proceeds from these raxes have been 
used predominantly to benefit road users. This claim has been weakened 
somewhat of late years by the tendency to divert the revenues in question 
to meet general budgetary needs instead of highway construction and main¬ 
tenance. Federal yields from the gasoline tax amounted to 3479,000,000 in 
1948, and state and local collections to around 31,370,000,000 in the same 
year. This made the gasoline tax in 1948 the largest revenue producer of 
any tax in the country levied upon a single article. At present, taxes on 

iquor as has been said-yield revenues to the federal government second 
only to the income tax. 

Death duties md pit taxes. The ax on transfer of property at death 
IS a very old method of raising revenue but, like the income tax, 'its oenenl 
use IS of fatly recent date. Besides the constant search for netv ind fruitful 
sources of revenue, the rapid growth of taxes on estates passing at death is 
a».bntabk to increasing skepticism as to the social useftilnesf of 

ng large fortunes, the growth of democratic ideas, and above ill^the 
general acceptance of the ability-to-pay doctrine in taxation. a'di don ro 
p oducing revenue, death taxes invest the government with a measure of 
cont^ over the disposition of large accumulations of wealth 

There are three forms of death duties two of ^ • , 

transfer of property after death and the ’third on gifts ™de"b‘ 

the estate tax Z the in e iWeTL T ‘'scribed as 

the decedent's estate as a whole Ld is le ';™": I'T' ” 
ment. The inheritance tax, by contrast is wL ^ '’Xgovern- 
each beneficiary. The latter tax is imposed by s'rat^ XTuh Ime 
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states have adopted both iorms. Estate and inheritance taxes are analogous 
to the property tax in that the rax is based upon the capital value of prop- 
ertv, but they resemble the income tax in that the rates levied atjainst estates 
and inheritances are steeply graduated. In the case of the inheritance tax, the 
progressive principle is applied both to the magnitude of the bequest and to 
the degree of relationship which the beneficiary bears to the decedent. A 
bequest to a collateral heir or a friend is taxed at a higher rate than one to 
a near relative. Furthermore, exemptions tend to be lower in the former 
case. 

Although the transfer of property at death is regulated by state rather 
than federal laws, the states collectively derive less revenue from taxing 
such transfers than does the federal government. The states collected in 

1948 about 90,000,000 from this source, as compared with about $822,- 
000,000 collected by the federal government due to the higher rates levied 
by the latter. The maximum federal rate is 77 per cent on that pait of the 
estate above $10,000,000, with deduction of state inheritance taxes from the 
federal tax permitted up to a maximum of nearly 16 per cent of the fed¬ 
eral assessment. 

The purpose of the gift tax is to prevent wholesale avoidance of death 
duties. The yield of the federal tax on gifts is relatively small, but has been 
larger than expected. The federal rates are three-quarters of the correspond¬ 
ing estate-tax rates. In recent years the states have turned increasingly toward 
the taxation of gifts. In 1937 three states imposed gift taxes; by February 

1949 the number had increased to twelve. 

Customs duties. Taxes on the importation of commodities from for¬ 
eign countries constitute the second of the two major forms of indirect 
taxation. The other form—excises or internal taxation of selected commodi¬ 
ties—has been referred to above. While states, as well as the federal govern¬ 
ment, are empowered to levy excise taxes on domestically produced articles, 
the federal authority under the Constitution is given the exclusive right 
to tax imports. No unit of government can impose taxes on exports, al¬ 
though export bounties are permitted under the Constitution and have had 
some application within recent years in the case of agricultural products. 

Import duties are listed in a “tariff schedule,” a complicated and elab¬ 
orate document with a bewildering variety of commodity classifications, 
each with its own special rates. Articles on the “free list” are admitted with¬ 
out being taxed. Some imports arc taxed with revenue as the sole motive, 
hut many customs duties arc imposed mainly for the purpose of discourag¬ 
ing the importation of the commodities concerned. In the latter class are 
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to be found duties which are so high as to prohibit certain inipnrrs aim 
gether. It will generally be found on investigation that such duties wo e iiu 
posed in response to pressure on the part of domestic pi-nducers of tli> 
commodities in question or of substitutes for such commoLliries. llecause s< 
many different producing groups and sections of the countiw want to 1.. 
protected from “foreign competition” the business nf tarilT-nia!nn<j ha. be¬ 
come the classic example of the practice know n as “Ing-rnlling." Still orhei 
customs duties are about equal to existing raxes on domesricall\- manufac¬ 
tured goods, and are designed to avoid penalizing the tkiine.tic pi-nd„cxa 
through the free entry of foreign-made articles. This is the case, b.i- example, 
xvirh a part of the import duty on liquor. 

Customs duties are one of the oldest forms of tax. In the ear!\- dais r,r 
the republic the Treasury depended for revenue almost enrirelv u'p.,n\ucli 
duties. They have gradually fallen in importance, relativelv sjieakino. as rlu 
needs of the federal government have grown and as newer snurcc,r<,f rei-- 
enue have developed. In 1939 customs duties wielded alxnit 
or roughly 6 per cent of aggregate federal tax revenues. Bn- 1946 the v.eh! 
had increased to $435,000,000, but the share of customs duties in federal 
revenues had declined to around i per cent 

MMla„com .a.cs. The forms of t.xo's described el,ore are d.e „v.i„ 

IT'd f rl,,,„ 

en IS o aggregate federal, state, and local tax revenues. The siinll re 
™,nmg port,on of the annual flow of tax receipts collected in the United 
es comes from nuscellaneoiis taxes, none of tvhich can claim to he a 
ma,or type. Most productive among the miscellaneous federal taxes u'e 
hose levied jon commodities regarded as Inxtu-ies or senuluxtuaef Taxes 
also levied, more for regulation than for revenue, on a nun,her of di' , I 

:S':™f:i“:.“::““^ 

miscellaneous sourLrSp'Ldtaxe «>""= ‘■avenue fi on, 

business, corporate or otherwise, engaged in extractino 
other minerals from the earth or in cutting timber, ° 

those xTotarfL™l“™®7;" r" 

every important tax employed by the TederaUo”" 

duties, and many draw revenues from the piopm-tv' "rbesM^ Th^rr 
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V i|i!^ Ill' pi '>L I'l-'Mi>n is .ipplici.1 iiKU'c \\'i(.lcl\- li\- sr.ircs thnn ti\' local unitj 
"W niL,' ill ilii. Iii..!\ \ dLpcni.ti.'nci.' nt rhc icnciuics ct the latter upon the loca 
pi'iipuit i.t\ which Ji'cs nut lend itsclt tn pi'inji'ession. As for the structur 
I if Hill' i.i\ siciii—tedei'al. state, and local—and the ctfects ot various kind 
of I i\i.s loiii lined in that structure, attention will he gi’i en to these niattei 
in the fi illow live ehapter. 



CHAPTER TWENTY-FIVE 


Our tax system 


ANALYZING THE TAX BURDEN 

^ In Chapter 24 we consiclcred the principal snnrccs f)t' rcwniie upon 
which federal, state and local governinenrs depend, and ohsem ed the eli iiv e- 
that have occurred over the years in the relative \ adds <,t these sources. 
Most striking, perhaps, has been the shift of emphasis in federal re\ eiuies 
from indirect to direct taxes. In this chapter ue shall take account, in a 
somewhat more systematic manner, of the advantages and disadv antaues of 
various taxes. We shall also discuss the problem of intenrarim- n,an\ dili'er- 
ent, and sometimes conflicting, levies into a sinylc tax^N stem designed to 
furnish gcrtjernmental units at each level-federal, state and local-vmh the 
anmints of revenue which each needs or deserves. Of course ve cannot 
judge the desirability of imposing an additional or rcpealino- nn existiiv. 
evy, unless we know in the one case what the new re\ enue\\ ill l,e used 

biuden of m-at,o„ is not something tehich can l,c ncativ dissociated l. on, 
the benefits y„cl, accrue to tl,e con,n,unity tl,r«„o|, the spending of the 
evenues ra,se . Vet we can best study the wacs nlen hace'thou.ii; 1 ' t 
tax problems if we imagine tliat some definite amount of revenue ii need ■ I 
tnd then study the distribution of the tax burden w hen various alf f’ 
tiethods are used for obtaiiiing the proposed revenue. '■■'t.itne 

axes. If a man pays money in taxes, he has less .nonev ivaii .hl • f s ' 
lurposes: for living expenses, for lu.xuries, or for savino-. To hi I “l 
en of paying taxes consists of the thin<Ts which he is fo"" ] 
n addition to depriving the taxpayer ol income, taxes n,a Ivuf.tl I 
-e complicated effects. For one thing, they’ ma; ;::y;i;:e:i,";:" ::: 
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cliano'cs in prices, so rliat they are borne by persons quite other than those 
upon A\'hon'i they were originally assessed, tor another, taxes may cause 
people to behave quite differently than they would otherwise do-for in¬ 
stance, to v\ork harder or to work less hard. Some of these further effects 
w ill be considered below. 


THE INCIDENCE OF TAXES 

It is important to realize that many taxes may be, and normally are, 
shifted from the person upon whom they are assessed to some other person. 
Such shifting results from the ordinary, everyday operation of the market. 
As a simple illustration, consider the case of a tax of four cents a gallon im¬ 
posed on gasoline which formerly sold for twenty cents a gallon. Suppose 
that the tax is collected from the seller of gasoline. In the unlikely event that 
he absorbs the whole of the tax, and continues to sell gasoline for twen^’ 
cents a gallon, then the burden is borne wholly by the seller. More prob¬ 
ably he charges the consumer a higher price for gasoline, say twenty-two 
cents a gallon. In that event, he has shifted two cents of the tax tmthe 
consm..cr; l.^ycr and seller sivare the burden, although the whole tax ( our 
cents a gallon continues to be collected from the seller. In an extreme (but 
not unliitely) case the seller ntay raise the price by the full amount of the 
tax charging the consumer twenty-four cents a gallon; in that case th 
em’ire taxA^uld be shifted fortvard to the consumer. The amount of tax 
borne bv the consumer is measured by the rise in the price he pays. 

,0 rhis matter of the shifting of taxes, both buyers and se lets are luA- 
iect to the stern compulsions of tlie market. The incidence of a paiticUar 
i: IS far from being i, arbitrary or accidental matter. Anyoiw u^on xi*o 
a tax is assessed would always like to shift it to somebody else. Whether 
ooi he succeeds in doing so depends simply upon 
ket. If his bargaining power is strong, he may 

if it is weak he will have to bear the burden, or most of it. Stans ics t 
s oi V he aersons upon whom taxes are assessed, or from whom they a e 

1 c d In cL-tissil the distribution of the tax burden, we obviously 
m’ust take account also of the possibility that those persons who pay taxes 



601 


OUR TAX SYSTEM 


estate, inheritance, and poll taxes. To say that such Icx'.es cannot he, or are 
not in practice, shifted is to say that an employed person, for instance, can¬ 
not ordinarily induce his employer to pay his income tax lor him, i.e., can¬ 
not induce his employer to pay him a larger ^\■agc or salary lor the reason 
that he must part with some of his earnings to the 1 reasur_\-. 1 he employee s 
income tax could be shifted to the employer, and so to the latter s custom¬ 


ers, only if workpeople shon'ed a tendency' to w ithdraw their labor on ac¬ 
count of the tax, but workpeople do not ordinarily react in this \\a\. In¬ 
deed, even wdiere an employee’s income taxes arc collected from an em¬ 
ployer (by pay-roll deduction), they continue to be paid by the employee. 
The argument outlined in the case of a tax on wages and salaries applies 
without essential modiheation in the case of taxes upon other kiiius ot in¬ 


come. Tire basis for this general conclusion is simple: it is that a person s 
income usually is as high as he can conveniently make it, and that tlic impo¬ 
sition of an income tax does not, in itself, add an\'thing to his pow er to 


secure income. 

The other principal class of taxes-indirect taxes-tend to be borne by 
the ultimate consumer of the article upon w hich they are imposed. Such 
levies include customs, excises, and sales taxes. The tendency for the con¬ 
sumer to pay the tax operates no matter from whom the tax is collected. 
That is to say, if the commodity is taxed in the hands of the manulacturer 
or distributor, he w'ill sooner or later shift most or all of the tax forward, in 
the shape of an enhanced price for the commodity, until it reaches the ulti¬ 
mate consumer. Why is the producer able so to shift the taxP The answer 
is that he commonly can find another occupation for his talents and his 
capital, and that therefore he w'ill not continue to produce or to market the 
article taxed unless the buyers pay the tax. 

These facts enable us to make the rough and ready generalization: 
direct taxes tend not to affect prices of commodities, and so tend to be 
borne by the person upon w-hom they are assessed; but indirect taxes tend 
to raise prices and so to be borne by the ultimate consumer of the com¬ 
modity taxed. This is, in fact, why we call them “indirect.” 


THE DISTRIBUTION OF THE TAX BURDEN 

The most important social and economic effects of taxation center upon 
the distribution of the tax burden. For judging the appropriateness of this 
burden two sometimes conflicting criteria have been proposed: (i) justice 
(sometimes called equity), and (2) efficiency (sometimes called economy). 
Every legislature and every Secretary of the Treasury must pay attention 
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t.) cacli of these principles. Every tax bill seeks to interpret them, and-if 

necessarv-to ctlect a compromise betw een them. 

d hc principle of jnstice rcqtiires that persons similarly situated shall be 
asked t.. pax- the same amount of taxes. This really amounts to saying that 
assessments shall not be arbitrary-as they often were in early modern times, 
w hen the rinht to collect taxes was “farmed out" to a royal favorite or sold 
to the hiuhest bidder. The principle of justice further requires that, where 
dilTcrentVersons are asked to pav ditferent amounts of taxes, the taxpayers 
shall dilTer in re/ec.r.// respects. That ,s to say, it is reasonable to ask A to 
pax- more taxes than H, provided A smokes more or has a larger income or 
Ivi’s fewer dependents, than Ik but if A is merely taller or wiser or nioie 
handsome than b, these would not be regarded as adequate reasons for ask- 
in. \ to pax more taxes than b. just what dilTerences between A and B 
are relevant,'and liow much more taxes justice requires that A should pax 
than Ik or b than A, on account of these d.lTerences-siich que.stions plainly 
arc cxtremelx- cimplex. Thev have often provoked the liveliest debate. 

The second criterion mentioned, the principle ol clhcicncx, lequues 
,hat taxes should do as little damage as possible to productive activity. 
Taxes sliould be so assessed that they do not cause people to change the 
hd^vior-for example, to work less hard. Eaxes which discourage invest- 

nieiit would also infringe this principle. 


the criterion of justice in taxation 

A,,,,.,,. > s of interpreting tlte i.lcn of jnstice in t»xa 

.. 

“I j-ni'fii" and “abilitx' doctrines lespeetixelx. > - • I 

„r ale i,niit itlnars r.gl.ts anJ elnt.es in relation to tite contnunno 

:rir,ltim!!vLlnillll'’'.hcl^^-f'-^ organi/atlon, cpitomiml in ,1 
i.|ea of the social contract, anti with 'J;' X'Thcnclit as a ge 

:.r'Itrs^rha^n^Ln society « rather cleat, h, the v. 


. .1 _ 
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majority of cases it is quite impossible to determine the value of govern¬ 
mental services to individual taxpayers. Such services are sold in no mai- 
ket, and frequently benefit people in general rather than specific individ¬ 
uals. We need think only of the defense services, the maintenance of couits 
of law or the provision of highways. Who is to say that Alt. Jones gets 
more benefit than Air. Smith from the services of the Coast Guard." Who 
shall say whether Airs. Green, \\'hose little boy is saved from the w'heels 
of a truck, or Airs. Brown, whose stolen pearls are returned to her, owes 
more to the police force, and should make the larger contribution to its 
upkeep? 

The difficulty or impossibility of measuring benefits is not the only 
objection to this doctrine as a general method of assessing tax liability. Alany 
public services, such as schools and hospitals, tend to be used more by the 
poor than by the rich. Under the benefit doctrine, therefore, a poor man 
would be more heavily taxed than a wealthy man. This is scarcely a result 
that would arouse widespread public approval today. At a time v'hen the 
government did little for the poor, the benefit theory perhaps was a more 
appropriate guide to public finance than it is at present. Currently its appli¬ 
cation is restricted to the use of motor vehicle taxes to finance the building 
of highways, and the levying of special assessments on adjacent real estate 
to finance street paving or other local improvements that enhance the value 
of property served by the improvement. 

Of course we might adopt a modified version of the theory, based upon 
the difficulty of measuring benefits. We might assume that everybody bene¬ 
fits equally, and assess everybody the same amount. This is what is called 
a “poll tax.” Yet such a levy also would fail to accord with modern ideas 
of justice. For the rich man would scarcely notice a tax that bore heavily 
upon the poor man. 

In fact the entire idea of an implied contract between the individual 
taxpayer and the state, whereby the latter performs specific services for 
the former, is somewhat out of line with modern ideas. Probably most of us 
find it easier to think of tax liabilities as originating in a common social 
obligation and a sense of social solidarity than in measurable personal bene¬ 
fits to be bought and paid for by each one of us. 

Ability to pay as a standard of justice. The most popular conception 
of justice (or equity) at the present time demands that taxes should be lev¬ 
ied according to ability to pay. This doctrine, as interpreted by federal and 
state legislatures, in fact underlies much of our present tax structure. It also 
is a doctrine with antecedents in the eighteenth century. In the first of his 
four canons (or principles) of taxation, Adam Smith declared that “the 
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subjects of every state ought to contribute tow ard the support of the gov¬ 
ernment as nearly as possible in proportion to their respective abilities; that 
is, in prttportion to the revenues which the)" respectively enjoy under the 
protection of the state.’’ This principle seems clear enough, and would be 
fairl)- simple to apply if we were secure in our knowledge of what “re¬ 
spective abilities” arc and if we w ere positive that “proportional revenue 
accurately reflects capacity to pay. 


DIFFICULTIES OF MEASURING ABILITY TO PAY TAXES 

Many answers have been offered to the question, “M’hat determines 
an individual’s capacity to pay?” For instance, John Stuart Mill attempted 
to work out a subjective measure of ability which he called ‘‘equality of 
sacrifice.” A fair distribution of the tax burden would involve “a contribu¬ 
tion from each person so that he shall feel neither more nor less inconven¬ 
ience from his share than every other experiences from his.” More modern 
students of this subject have taken their cue from Mill and have tried to 
cnstnict a rule of taxation on the basis of “equality of sacnlice betw^een 
individuals"; others have urged “proportional sacriiice,” or even ‘least ag¬ 
gregate sacrifice” for the entire community, as the proper basis for assess- 

Wirli cqmlity of sacrifice, it is (ilivioiis tliar all persons (or at least a 
persons n ith i..co.ncsl xvonl.l l.c taxed, however poor they chan^d to be. 
There wonid he no exemption, however small .night be a persons tneome 
On the other hand, if we assnme that a dt.llar of expend.tnre m genera 
yields less satisfaction to a tnan with a large income than to y"™ ” 

sntall income, e,|t,ali.y of sacridee wot,Id re.,tnre the I”' "')'; " “ 
tax by a rich man than by a poor ntan. l.arger-b„t how ntnch la,get , n m) 
nncertain T'tn.ality of sacriiice might or might not reqntre progresstve t. x..- 
•:,n he. the assesstnent t.f large L-otnes at a higher percentage rate than 

ZfioriM sacrifice means sacrifice in propottinn to 
from a civen ittconte. Sneh a plan wonl.l tetptite a larger sact.lice f,on the 
tnrwid: a bigger Income-laiger in proportion to the g«tet sattsfachons 
derived front the bigger income. The calcttlation of satis attions am 
ftces gets ever more tmmplex. I,et its still assnme that the more dollars a mat 
L,' the less he prizes each of his dollars. In that case a flat percentage _ 
'::,;Hneomes':nlght invnlve a s,nailer sytiftce 
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wealthy commensurate with the greater satisfactions they derive from their 
bigger incomes. Therefore we can feel some confidence that proportional 
sacrifice would require progressive rates of taxation. 

With the same assumptions, the third principle mentioned—that of 
least aggregate sacrifice for the community as a whole—leads to (juite dif¬ 
ferent results. As long as a dollar of income is worth less (in terms of the 
satisfactions it yields) to a man with many dollars than to a man with few, 
least aggregate sacrifice requires that all taxes be paid hv the wealthy. In 
fact, no one would pay any tax until all incomes larger than his had been 
reduced by taxation to his level. 


The tremendous complications involved in tiwing to establish any 
systematic-not to say objective-interpretation of abilit\' to pay are now- 
apparent. The principal factors in the case can be sec forth in a scries of 


related propositions: (i) Even if w-c agree that justice requires the assess¬ 
ment of mes in accordance w-ith ability to pay, we still have to decide how- 
sacrifice is to be related to the satisfactions (income or wealth) that poten¬ 
tial taxpayers are currently enjoying. (2) If we resolve the first dilemma, 
for instance by deciding with Mill that ability to pay involves equality of 
sacrifice, we still have to decide how much sacrifice the payment of a 
dollar m taxes means to different individuals. (3) In fact, all such worthy 
attempts to place the assessment of taxes upon an objective basis have 
broken down, the reason being that sacrifice and ability to pay are sub- 
jecti^ concepts, and cannot be accurately measured by the tax collector. 
(4) Taxes actually are assessed by legislative bodies,' w hich never have 
worried unduly about the finer points involved, but which adopt the popu¬ 
lar ideas of the day as to what is “fair,” and translate these ideas in rough 
and ready fashion into tax legislation. 


INCOME AS A TAX BASE 

taX., ;s" 

persons who afford luxuries are thought to be able to aff H . 

the state. The receipt of capital uains and of T “ “ 

as evidence of abilitv to n... a u . eritances has been regarded 

The possession of property has ffiewis^V''"" therefore been taxed. 

P»y.,Yet ntodern legisSes w7o"e Ire ^ “ 

ceiptofincorneasIbesttestra^S^^^^^ 
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Altliouc,h—as already demonstrated—there are no objective criteria for 
judnimj; c.\actl\' how much justice requires that a man with a given income 
should pay, agreement has been reached upon certain broad principles in 
draftin<T income-tax laws. Two of these principles, reflected in the income- 
tax laws of most nations, may be cited bv wav of illustration. First, a 
bachelor with an annual income of ten thousand dollars is considered to 
lva\ e a greater capacir\- to pay than a man supporting a family of five on 
the same income. Therefore the taxpayer is allowed to deduct varying 
amounts, accordint;’ to tlie number of his dependents, in computing his 
“taxable income.” Secoiui, and e(]uall\' well accepted, is the principle of 
proi^ression, w liereb\’ a large income not only pays more, but pays moie 
flian proportionately more, tlian a small income. Of the ta.xable income, that 
is to say, the percentai;c paid in tax increases as the taxable income increases. 

Of course, ai,neement upon these two principles still leaves unsettled 
(juestions as to how larcjc the exemptions fcir dependents shoukl be, and 
Imw rapidly the tax rate should increase as we go up the income scale. 
These <|uestions ha\e been answered dillerently by diflerent govcinments at 
(.lilferent limes. In i<;4H our fe<leral income tax allowed exemption of the 
first S6o(j of the ta\pa\er’s income, and an additional $600 of his income 
for each dejiendent. The tax paid upon the remainder, or ta.\able income, 
increased from per cent upon the first $z,ooo to between 82 and 83 pet 
cent of an\' amount over $200,000. I he rate of progression in the fcdcial 
income tax is therefore rather rapid. Yet the figures just quoted give a some¬ 
what cxaggcratei! idea of the degree of progression. It is true that a person 
with a taxable income of $300,000 will pay a tax of $82,127 (i.t., between 
82 and 83 per cent) upon that portion of his income lying between $200,000 
and $300,000. Yet, ow ing to the lower rates w hich apply to the portion of 
his income falling below the $200,000 level, his entire tax will amount to 
$221,387, or lietween 73 and 74 per cent of his $300,000 taxable income. 
This is still, of course, a rapid rate of progression. 


THE CRITERION OF EFFICIENCY IN TAXATION 

Practically every tax will cause some people to behave differently than 
they would if the tax were not levied. A tax on tobacco will cause people 
to smoke somewhat less. An income tax may cause people to consume less 
or to save less, or both; it may also influence their attitude towaal work. 
In the latter respect its influence is uncertain: heavy taxes on earnings may 
discourage people from earning (they may just feel disgusted), or suet 
taxes may spur them to greater efTorts (they simply cannot make ends meet 
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on their reduced incomes). Of course many people have no opportunity 
to vary the amount of work they do, and consequently the amount of in¬ 
come they receive in return. Either they work the number of hours a ^\■cck, 
or days a month, prescribed for the particular job, or they must resign or 
be dropped. \et many other people—salesmen, professional men, miners, 
farmers, and many persons working on their own account—can and do \ ar\' 
the intensity of their effort or the hours which they work. How they will 
respond to changes in income tax rates cannot be predicted in advance. 
The British found out recently that their coal miners ^\-ou!d raise more 
coal if they were taxed less. But this relation docs not alwavs hold. 

Enough has now been said to indicate rather clearly that taxes have an 
important influence upon the A\'ay the economic s)'stcm operates, and upon 
the kinds and amounts of things produced. Here again v e may observe 
briefly how opinion has evolved. During the eighteenth and much of the 
nineteenth century, under the influence of the doctrine of hvssez faire, those 
taxes were favored which had the least possible effects upon the economic 
system, i.e., were least likely to cause the taxpayer to behave differently 
than he would do, were he not taxed. Put otherwise, those few taxes which 
cannot be shifted, but which must be paid by the persons upon whom the\^ 
are assessed, were thought to be most desirable. The ideal tax, from this 
viewpoint, would be the poll tax, i.e., a tax assessed upon all individuals at 
the same rate. Since no possible change in anyone’s behavior could lessen his 
tax burden, economic activity would proceed exactly as before. 

The conflict between efficiency and justice is at once apparent. We 
have seen that different people are differently situated with regard to in¬ 
come, number of dependents, and so forth. Obviously a poll tax would not 

pheld the doctrine of Imssez fairc never seriously urged that poll taxes 
ould be made a mam source of revenue. But they did urge the iLyino-'of 

lilt '"11°" “talysis suggested that such' ta\°es 

hke poll taxes^ppM not be shifted. Henry Georee was the besil no!: 

-raZs'n: ^rnefh^f^ 

taxation as a method of control 

they interfere with the working of the ecTno'mv'"w' "’"d 

^^0 duties on liquor and tobacck delibera^:!!: remt ^dur 
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tion and consumption of these commodities. Examples are numerous of taxes 
imposed u ith a regiilatorv intent. The lnstor\’ of the tariff is the story of 
the use of taxation to discourage the importation of goods ^\■hich compete 
A\ ith domestic products. That some taxes imposed M’ith regulatory intent 
lead to economic inefficiency is easily demonstrated, perhaps most easily in 
the case of those protective duties which, by shutting out foreign prod¬ 
ucts, keep alive an inefficient or monopolistic domestic industry. 

Yet when we talk today of the effects of a given tax system upon eco¬ 
nomic efficiency, wc commonly have in mind a some\vhat wider frame of 
reference. We have in mind, that is to say, the effects of the tax system, 
not upon the incentive to produce or consume some specific commodity, 
but upon productive activity in general. For taxes, and the manner in which 
they are imposed, may affect both our productive capacity and the use 
which we make of that capacinu Taxes exert their influence in this regard 
through their effects upon the desire of individuals (i) to work, and (2) 
to invest. Although numerous taxes may have such effects, discussion of 
the influence of the tax system upon economic efficiency has occuired 
chiefly in relation to the federal income tax. 

The possible effects of the imposition of a tax on incomes, or of a 
rise in the rates at which an existing income tax is levied, have already been 
indicated. Whether people feel inclined to work harder or less hard de¬ 
pends upon their individual psychology. The extent to which they are able 
to alter their productive activity depends upon the degree to which indi¬ 
vidual employees can control their hours of work. Despite the fact that 
most Western countries now have many decades of experience with the 
taxation of incomes, the actual effects of these taxes upon the amount of 
work that people do has never been accurately determined. We are here 
in the realm of opinions supported by only the sparsest evidence. The pre¬ 
vailing opinion is probably that in most circumstances income taxes tend 
rather to discourage than to encourage productive effort, but that this in¬ 
fluence is comparatively weak except where tax rates are high and workers 
can readily vary the number of days a week that they Avork (as in the 
case of the British coal miners mentioned above). It appears, in other wor s, 
that we work about as hard as we would if we did not have to pay any 


income tax. , r u 

The effects of the income tax upon the ability and AVillingness of busi¬ 
ness firms to invest is even more difficult to describe with certainty. Some¬ 
times it is claimed that the federal tax on corporate income discourages in¬ 
vestment expenditures by diminishing cash resources available a ter pay-- 
ment of dividends, and therefore the ability to finance investment, t m ) 
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however be replied that, if the investment is really worth while, the c(ji- 
poration should have little difficulty in obtaining outside finance. Again, the 
corporate income tax diminishes the prospective yield (after taxes) from 
the proposed investment. But to avoid the tax, funds must be left idle, and 
some return is better than none. Or, if the investment is made with bor- 
lowed funds, any income tax that results is evndence that the int estment 
has led to income to the firm in excess of the interest charges due to the 
loan. It is peihaps notew’orthy that those who most strongly urge the \ iew' 
that heavy taxes have restricted investment are also those who would stand 
to benefit most immediately from a lightening of the tax burden. \\"e 
should not, however, neglect the possibility that their arguments are cor¬ 
rect, even if solid evidence to support the view that taxes discouracre invest¬ 
ment still is lacking. 


At this point a word should be said regarding the effect of taxes upon 
the tendency to save. Owing to the expansibility of credit and the existence 
of idle cash resources, the supply of savings usually is not a factor limitintr 
investment expenditures. It seems certain that progressive income taxes 
greatly dimmish saving by the wealthy, but that is not a sound reason for 
concluding that such taxes discourage business investment. On the other 
and, there are many who believe, despite die unexampled spending spree 
of recent years, that the American economy has suffered from a more or 
ess chronic shortage of consumer purchasing power-or (what amounts to 
the same thing) a chronic unwillingness of consumers to use to the full the 
purchasing power which they possess. By this school of writers (called 
underconsumptiomsts”) a steeply progressive income tax is regarded as 

“P P“"’" go'-ernment use, 

ud espeadly purchasing power which would not otherwise have been 
pent. Consequently (the argument runs) heavy taxes on the M-ealthv tvill 
make or more spending, better business-for hL work and mt ch nv« 
ynt. We may seriously doubt, however, whether the Uuited States sufe^ 
from a chronic lack of purchasing power, or whether-even if it werfto 

come ^ch fwZ™^'®”' to over¬ 


efficiency vs. justice 

-egislItorin“frami:: orre'v^n” 7)“' ‘"fl-nce 

4 of efficiency or'underTaf '’-d- 

proted in a given situation, these are cleariy theTa7/d'es7rof Lutax 
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A stcni. Untorrunatclv neither the long-range effects of a given tax proposal 
ipon the ellicicncy of the economic system, nor its conformity to the prin- 
jiples of justice, can be established objectively and with precision. Conse- 
juentK' there is ample room for debate and for differences of opinion. \et 
:hc situation is e\'en more complex. For it happens that, even where opinion 
IS to the effects of a tax is unanimous, it may rate highly by one criterion, 
\ ct fail entirely to conform to the other. A simple example of this conflict 
has already been given. Tlic poll tax is highlv efficient foi the leason that 
it does not cause anyone to change his market behavior. But instead of be¬ 
ing jn-ogtessive, the tax is regressive, i.e., it takes a lozver percentage of a 
large than of a small income. It therefore fails entirely to conform to gen¬ 
erally recei\'ed ideas of justice. 

I'liis conflict between standards of efficiency and standards of justice 
runs, in greater or less ilcgree, through our entire tax system. Accoiding to 
modern nleas, an ciiiiitabrc tax system would possess a considerable degree 
of progression, at least in a society where income and piopeity ate un- 
e(|ually divided, 'l hat is to say, the burden of taxation should be so ad¬ 
justed’that the wealthy pay a s.micwhat higher percentage of their incomes 
in taxes tlian do the poor, ’^■et, to arrange matters in this fashion is to pcnal- 
i/c wealth, to discourage people from attempting to become wealthy or to 
accumulate wealth, ami to diminish the rewards to productive effort. Un- 
doubtedl)' this conllict exists, even where it goes unrecognized or has not 

become acute. 


"ABILITY TO PAY" IN THE AMERICAN TAX SYSTEM 

k I,as I,ceil iiiiinrc.i out aliovc that it is not possihlc to evaluate ob- 
icctivdy Ihc pnocinle of ability to pay. Complete agreement mil never b. 
rcaebeil as lo wbat eoaslitules perfect fairness in a tax system. Noncthelcs; 
we shall assume that a tax does or docs not accord with the general notioi 
of ability lo pay accortling as it is .ir is not progressive. That ts y)' 
shall assume that regressive taxes <lo not conlorm to the principle of aliili I 
,o pav, ivhereas pr.igresstve taxes do so conform. This is not an especa i 
hold assumption, for it has received the endorsement not mily 
jorilv of stntlents of taxation, hut also of extensive legislative piactlte. < 
conclusion to which this assumption leads is that income, estate, atu ti 
heritance taxes confnrni t.i the principle of ability to pay, while eiist. . 

pvi'isf' snics iincl ruxes tlo not* , 

This mltv he shown as follows. Incn.iie taxes take a higher ptoport.ir 

.„.j.. sMTwriwvfiviv l''sf!itc and mhcrit.mc 
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taxes take a higher proportion of large than of small sums passing at death; 
hence they also are progressive. On the other hand customs, excise, sales, 
and poll taxes take a smaller percentage of large than of small incomes. The 
fact that this is so can readily be seen, for instance, by considering the case 
of cigarette taxes. Obviously the average number of cigarettes bought by 
individuals with $20,000 a year is less than ten times as great as the average 
number bought by individuals receiving $2,000 a year. Consequently the tax 
paid by members of the first group on the cigarettes they buy forms a 
smaller percentage of their incomes than does the tax paid by members of 
the second group reckoned as a percentage of their incomes. This proposi¬ 
tion applies generally to indirect taxes (i.e., to taxes levied on commodities) 
and to poll taxes. This group of taxes is therefore regressive. 

Despite certain developments in a contrary direction, the federal rev¬ 
enue system has, since the introduction of the income tax in 1913, been 
brought on the whole steadily more and more into accord with the principle 
of ability to pay-as we have interpreted that principle. Indeed, prior to 
World War I, as we have seen, federal revenues were derived almost ex- 
c usively from customs and excise. Immediately prior to World War II in 
1940, two-fifths of federal revenues came from income taxes; in 194c three- 

quai-ters (Table 22). Since 1945 the proportion has declined somewhat, but 
IS still high (Table 23). 


Tab\e 23 


federal, state, and local tax revenues, 1947 


(in millions of dollars) 


Customs 

Liquor 

Tobacco 

Other excise and sales taxes 

Total 

Property taxes 
Pay-roll taxes 
Corporate income taxes 
Personal income taxes 
Estate, inheritance, and gift 
taxes 

Miscellaneous 

Total faxes 


Federal 

Sfafe 

490 

_ __ 

2,470 

480 

1,240 

250 

3,500 

2,840 

7,700 

3,570 

— 

260 

2,020 

970 

9,680 

460 

19,340 

420 

780 

170 

380 

910 

39,900 

6,760 


Local 

Total 

— 

490 

— 

2,950 

—• 

1,490 

150 

6,490 

150 

11,420 

4,800 

5,060 

— 

2,990 

— 

10,140 

40 

19,800 

-— 

950 

310 

1,600 

5,300 

51.960 
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PROGRESSIVE VS. REGRESSIVE TAXES 

1 lu- ci)nriar\' dc\ clopnicnts also deserve notice. The number, but not 
he relarixe importance, of regressive taxes imposed by Congress has also 
nctcnsed w ith the grow th of the tax burden as a whole. Under the Social 
sccui iry .\ct of 1935 pa\ -ix)ll (or employment) taxes were imposed, princi- 
i;ill\ to finance old-aye pensions. The taxes arc collected from the em¬ 
ployer, lint paid b\- the worker, and are assessed as a fixed percentage of 
vsaues paid. This fact might suggest that the incidence of such taxes is 
neither jnajfjresswe nor reyressite, but proportional to income. Howctei, 
the ohl-aye tax is assessed onl\- on the first $3,000 of income, and only on 
w ayes and salaries. Similar provisions tipplv to other pay-roll ta.xes. There¬ 
fore, |iersons recei\ ing more than $3,000 a year, or receiving incomes from 
business or propcrr\-, pay a smaller percentage of their income in tax than 
do wage earners rcceixing less than $3,000, or ewen pay no employment 
taxes. Conse(|uently, as between incomes below $3,000 a year and incomes 
al)o\ e that fiyure, pa\ -roll taxes are regressive. Other examples of the growth 
of reyression in the federal tax sxstem are the heavy nvanulacturcrs and re¬ 
tailers' exc ise taxes imposed on furs, leather goods, and toilet and other ar¬ 
ticles during W'orlcl War 11 . 

Despite these .lualificatiotis, the federal tax sNstem accords fairly well 
with ability to pa\’. ITis conclusioti is reinforced when xve reflect that a 
substatitial atnount of the revenue frotn indirect taxes comes from customs 
and exc-ises levied on liciuof ( T^ble :3). While of centrse lic]uc)r Mxes -U'e 
regressive, they probably accord tnorc with cotnmon ttotions of abiltty 

t<» p;iV tlii't' if*' timsv ether imliiect k‘\ks. 

•j|,c ereneriiet, ef sltitc retenucs .lerivc.l Iren, progicssiec tttxcs u 

„Mn h si.inik'i- ihnti will* fe*kml ic* cittics. As inny I'C seen from I able ij, m 
um .>nlv al'eut IS per cent ef state tax revennes eanic freiti income tn 
estate taxts; inereever, state ineetne taxes are less steeply gntcltiated than ii 
the fe.leral incanne tax. Mere titan half state revenues eatne frtnn sales anc 
ether i.nlireet taxes levied et. cennnedities. The pepniarity ef sales taxe: 
xvith state .■evernine.tts still seems te he en the increase. In .*;47 C.enneett. 
ent xtas eenverted te this fern, ef levy. The elfeets ef inchreet taxes ,n vto- 
la,ing the principle ef ability te pay is 

nendenee ef the states npen li.|n.ir, tehaeee, and anniinelnle.taxes All thes 
levies are regressive, yet-cspeeially in the ease ef hciuer-it may he atgttet 
that they eenlliet xvith ability tn pay less than do sales ,a.xes, xvlnc. an 
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Like state taxes, city and other local taxes conform less well Oj the 
principle of ability to pay than do taxes lowed by the federal (>o\’crnment. 
The continued dependence of local government units upon property taxes 
is quite evident in Table 23. In 1947 cities with populations over 25,000 
raised about S2,300,000,000 in taxes. Of this amount more than (So per cent 
came from pioperty taxes, and much of the remainder from sales taxes, 


SOME OTHER CRITERIA 

Undoubtedly the n\-o most important characteristics of a tax, from the 
\ie\vpoint of public policy, are its efficiency (or economic effects; and its 
justice (or equity). But there arc several subsidiary criteria w hich, thouoh 

seldom decisive for or against the choice of a particular tax, arc rckwant and 
deserve notice. 

Psychology of the taxpayer. It has occasionalff- been claimed that in¬ 
direct taxes have the virtue of being “painless.” The tax is concealed in the 
cost of the goods; what the taxpayer does not sce-so it is allegcd-he docs 
not fed. Income taxes, with the mthless .nethods of assessntent and i„.,uisii 
171 they involve generate far more mental anguish for every dollar of ret- 
lie CO ecte . than do customs or excise duties. So it is said. This is how 

f- "-'-ever ,ve complain aho’iit the 
11 h cost of hv ng, we display anguish about-among other tliinos-rhc ef- 

cts of concealed taxes. Any attempt to increase tim use made iT i rect 
v"r 'T ° I'- the prinCpi: :! 

with paZTi oJ r'"” "" -ociated 

payment of the income tax, especiallv that connected uith the inmnl 

against their cost. If the met- t-n u -n ^ oeneffts of government 

no such appraisal can be undirtakef hi .“'if'" 

should be aware of his tax bill a H I la 7 diat the citizen 

whether or not he is receivingkalueTemfrlm"’/ “ '« 

volved in payine taxes is in '^*‘ 0 "'- In truth, the anguish in- 

-... 
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tics ()l)vic)UsK' do not fulfill this requirement. The reason is that, if tax rates 
arc raised, consumption ma\' be so discouraged, especially if substitutes are 
rcadiK' axailable, that revenue docs not increase. The revenue from estate 
and inheritance taxes is too uncertain for reliance in case of need. Only the 
income tax on the one hand and the general sales tax on the other have the 
ficxibilit\ rct]uircd in an cmcrgcncw The reliability of the income tax was 
strikintih' shown b\- the liftcenfold rise in federal income-tax receipts be¬ 
tween 1940 and 1945 (Table 2:). Of course only a part of this expansion 
w as due to increased rates and lowered exemptions; the point is that heavy 
taxes did not dry up the source of revenue, or even prevent its expansion. 
This does not mean that the federal income tax can furnish an inexhaustible 
supply of funds; \ et the tax has shown itself an instrument of great flexi- 
bilitw In a rather similar fashion, state and city governments have found the 
general sales tax a powerful engine for raising revenue in time of need—for 
instance, to meet heavy relief costs in periods of depression. In a way this 
lias been unfortunate, for we have seen that sales taxes run counter to gen- 
cralh' accepted notions of ability to pay. Partly for this reason, many states 
ha\e now ailoptcd income taxes, in order that their revenue systems shall 
possess needed flexibility. 

Cost of collccliov. The cost of collecting a tax is not usually a vital 
matter, although if other things arc equal a tax that is simple to collect will 
naturally l)c preferrai to one that is difficult. For the year 1937 over six 
million federal income-tax returns had to be proce.ssed, of which over three 
million were taxable. Wfith lowered exemptions and larger incomes in i 947 ’ 
there were submitted no fewer than fifty-two million returns of which 
forty-four million were taxable. It is not surprising therefore that the ad¬ 
ministration of the fcilcral income tax shouUl require a small army of col¬ 
lectors. d he federal Bureau of Internal Revenue has a staff of about 50,000 
persons. By contrast, the simplest tax to collect is an excise levied on the 
manufacture of some conimodity produced in only a few places. I‘oi in¬ 
stance in 1945 there were sixty-two cigarette factories in the entire United 
States. Conseijuently the federal exci.se on cigarettes was one of the cheap¬ 
est of all taxes to collect. Where only a stnall number of asscsstuents need 
be maile, the administrative and accounting problems arc reduced to a 
minimum. 

l ax evasion and fax avoidance. In the administration of a tax considera¬ 
tion has to lie given, tmt only to the problem of bookkeeping, but also to 
the qucstioti of evasion. Where only a few persons are involved in the manu¬ 
facture or importation of a dutialile article, as in the case of tobacco or dis- 
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tilled spirits, the prevention of fraud is comparatively easy. To make cer¬ 
tain that none of the fifty-two million income-receitters have concealed 
any mcome^ is a much more difficult-perhaps an impossible-task. The in¬ 
troduction in 1943 of “pay-as-you-go,” which involves deduction of in¬ 
come tax on wages and salaries at source, has somewhat diminished oppor¬ 
tunities for evasion of the federal income tax. 

Tax evasion, which is illegal and can lead to heavy penalties, should be 
^stinguished clearly from tax avoidance, which is of course perfectly leaal. 

he consumer who switches from a taxed to an untaxed commodity, and die 
citizen who migrates from a high-tax to a low-tax localiti^ are both avoid¬ 
ing taxes in a perfectly legal manner. Taxing authorities try so far as pos¬ 
sible to close up loopholes. Because corporate income-tax rates have loner 
been lower than individual rates in the upper income brackets, many wealthy 
amihes formerly could reduce their tax liability by incorporating them- 

1 1' avoidance, Congress imposed special ?axes on 

closely held corporations. ^ ^ 

Tm exemption. In many cases the effectiveness-the revenue-raisina ra 
pacity and sometimes the faimess-of taxes is reduced through the existence 

q minor in extent: for instance, the exemption accorded foreign dinlo 
mats for the importation of dutiable articles Much more ’ ^ ^ ^ , 

ernment. Mutual exemnrinn f ^ P of gov- 

IS founded upon the Wal doer properties 

of one goveLent by another^ a H r' “Tn 
The fiscal and social iLficatio^^^^^^ "“T: 

ance until the adoption of the federal income tlT wh'ch"” 
property rather than property itself. ’ ^ 

^-owing of the fed- 

and cities to finance capital outlays cans d ^ 

ernment debt, most of the income from tvh'T"*" '''Pension of gov- 
from tax of income received by holders of tdlral'boTT'’'' 

- state and local tssues still possess this pr^tj ^1':™:; 
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mutual exemption by federal and state governments of the salaries of public 
emplo\ ees and officials, was discontinued in 1939. From the standpoint of 
this anal^ sis, tuc most important feature of tax exemption is its effect upon 
the distiibution of the tax burden, Xhe exemption of either public securities 
or salaries is clearly incompatible xvith the principles of graduation of in¬ 
come taxes and of ability to pay. 

REGULATORY TAXATION 

Obviously the purpose of most taxes is to obtain revenue to finance 
the needs of the governmental agency which imposes them. But in some 
cases the raising of revenue is a secondary, or even a nonexistent, objectwe. 
The history of the United States contains many examples of attempts to 
levy taxes, ostensibly for revenue, but in reality to control or regulate some 
phase of economic life. Among examples of federal taxes imposed wholly 
or partly for reasons other than the raising of revenue may be listed: duties 
on liquor, oleomargarine, and narcotics; the tax imposed for the suppres¬ 
sion of state bank notes in 1865; the tax imposed in 1921 upon incomes 
derived from the employment of child labor (declared unconstitutional); 
and the New Deal (Agricultural Adjustment Act) taxes on the processing 
of agricultural products (also declared unconstitutional). The use of the 
tariff to protect domestic industry from foreign competition and the use of 
excise levies to discourage the consumption of liquor and tobacco are poli¬ 
cies endf)rscd by the practice of most Western nations. 

Txamplcs of taxes imposed mainly for purposes other than the raising 
of revenue arc not confined to the federal government. A striking illustra¬ 
tion is the movement among the states for special taxes to discourage chain 
stores. In 1937 the Supreme Court upheld a Louisiana law imposing a tax 
upon chain-store companies doing business in the .state. 

Under that law, the amount of tax to be paid by a particular company 
w as determined by a sliding scale, the tax depending upon the total number 
t)f store units in the national chain, rcgardle.ss of the number of units lo¬ 
cated in Louisiana. Of the twenty states xvhich levied special taxes on chain 
stores at that time, Louisiana had the most sxvceping statute. The other nine¬ 
teen states based their tax per store upon the number of units located within 
their borders. By 1947, twenty-one states were levying chain-store taxes. 
It ajipears that the real purpose of taxes on chain stores is less to gain 
revenue than to protect the small-scale local merchant, infiuential in many 
state legislatures, against the competition of the newer form of retail or- 
jrnni/ation. The burden of the tax is, at least in part, pa.s.sed directly to 



OUR TAX SYSTEM 

consumer through higher prices; or indirecrh- l>v cnahhn.r the less dh 
cent, h.g,,.n„st nulcpcndcnt ,.,c,vl„.,t ,,„K„n l.n.nc's ° 

infiation and the burden of taxation 

come, out of u liicl, the a.„„e.,,t, „f ,,v,. - ' ' " 

tliongh it he tcc„g„.ccl iTIit The r.,td i:,', i,::, ' ^ '' " "" " 

upon .1 given national ... e „, l„. , i. ' 'c'l 

,sni.iller simpiv hy elvimono the " ^ '' '' ^'"eC' "t s.,nien h.it 

- »y changing ti . .. - 

(or, for that matter, of other fives') ‘i "Koine taxes 

income also is very laroe If thc,-e i T' i ' '"Uinnal 

or how this is the^e^L him t ^ 

taxes and other taxes collected ^^g^negate of income 

have been collected from a national T” tjox ernment in could 

that of 193, or even 1939. ' ‘ """" than 

^ ••tree 

iections. One way is throuqh an^ntrewcM'”'T''' 
consequently increased natic;.il income f " ''th n 

an inflationary rise of prices M ith a • through 

notm real terms, but in dollars WlwnTo^r”^' "'^tional inconie, 

“ '-ge (a, fov e.amp,o, in «attm.e t'l.^r''’’” 

ot at least are not-raised sufficienth- r I 1 ^ tuiicnt levenues cannot bc- 

ernment expands xxithout a corresno the cost of qov- 

The excess cost of government is met bv"k.r ‘'" 

■- ■- m.,. 

ntir, “Pension in the T"™' 

Wh ™ capacity, measured in dolf ° * The 

When the inflation has run its cours _fn """" " '"creased 

■"mediate effects have passed into histori " "" md its 

^SerrhT^tir^'^ r’he 

~t-r at least not ininj^^^^^^^ 
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non in the purchasing power of the dollar has then occurred. When the 
hudgcc is once more balanced, the burden of taxation will again reflect the 
cost of government. The tax burden, like the national income, will certainly 
ha\c incicascd in money terms. For the cost of government, like the cost 
of cx crything else, A\ ill be higher than before. Whether the tax burden has 
incieased oi diminished, in relation to the ability of the community to 
bcai it, depends on w hether the cost of government has increased or di¬ 
minished in relation to the national income. 

APPRAISING THE AMERICAN TAX SYSTEM 

Is the vXinciiean tax system a satisfactory one? The foregoing discus¬ 
sion w ill have made it abundantly clear that this question can be answered 
fIom many diflcrcnt X'lewpoints. Wc ha\c already discussed at length the 
extent to w hicli justice or fairness finds expression in the fiscal practices of 
the nation, aiul ha\c oliserved the importance of ability to pay as a cri¬ 
terion in this connection. W'c have noticed the modern tendency to interpret 
aliility to pay in terms of progression, and have studied the increasing use 
iiiaiie liy the federal government of the graduated income tax. We have 
seen, too, that state and local taxes tlo not conform as w ell with this con¬ 
cept of ability to pay as does the federal tax s\ stem. Another important at¬ 
tribute of any rax s\ stem seemeii to lie its effects upon economic efficiency. 
I'ears have been expressed that the heavy corporate income taxes and steeply 
graduated indiviihial income taxes assessed by the federal goiernmcnt may 
diminish incentives to work and to invest, ^'et wc saw that this matter still 
lies largely in the realm of opinion, and that little evidence bearing upon 
(he (|uestion has so far been assembled. 

A desirable tax system must be sufficiently flcxililc or clastic to meet 
unforeseen contingencies ami readily adaptable to newv economic and social 
coiuiitions as they emerge in a swiftly changing world. I'he flexibility of 
the main federal taxing instrument—the income tax—was dramatically dem¬ 
onstrated tiuring World War II, yet federal revenues as a whole failed to 
keep pace with wartime expenditures. I his failure resulted in an inflation 
of the means of payment and a decline in the commodity value of the dol¬ 
lar, wdiich have already exacted a heavy price in labor strife and may leave 
other disagreeable legacies. 

Whether alternative tax .systems would have stood up better to the 
strains imposed by the financing of a major war, is a question which lies 
outside the .scope of this discussion. On a more technical level, two illustra¬ 
tions may be given of the kind of rigidities which have tended to weaken 
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the American tax system, in peace as well as in war. One is the heavy de¬ 
pendence, of state and local governments upon the general propertv tax 
which was not modified until it had become outmoded, and suffers’ eeen 
yet from grave defects. The other is the ta.x-e.semption privilege which ap 
plies to most of the income derived from state and local government secun- 

impaLTcWr ’ '"’"’1 “"J 

impans its conformity to the principle of ahilitv to pav. 

Our purpose at this point is not to go further into these imnornnt 

CO-ORDINATION AMONG FISCAL AGENCIES 

Financial practices of governmental units in the FnirpH 
been much criticized for hrl'nf r-n d' ■ x, ^ '-nited Stares have 
ror lack of co-ordination. No douhr nrrfror-rr 
tion should hardly be exoecfed in n ,■ ' ^''-oalina- 

wych necessanly means a decentralized trsraem In tTe 

of government local iiniis rpnri« • ^ ^ American scheme 

be undertaken without some measrr7onnX*^''"'^r'^'" 

Without some fiscal resources of their P^"^^nce m financing them. 

dependent upon subsidies from large unkrof 1 

which would tend to destrov m ^ r u ^ ^^nment, an arrangement 
-nt. On the other ha^th^gre^^^^^^^^^^^ 

greater is the resulting disorganfzation of th the 

these circumstances, such nroblcm ^ '^vhole. Under 

taxation are likely to become very'swious!^^^'^"'^^ t‘i->^'-gtabbing and multiple 

fecdve'cT-ofdintiortilgTi ^20^'^"^ ^ 

dination would not be incomDatibl 2 ' i Such co-or- 

ji -,..1..... s.r3;tr “"yt» 

this countiy at the present time A rnn,„. “'“P^ftton is evident in 
ftrangement of grants to localities chieflTr‘'d ''““'’ “ 

»tes Furthermore, a substantial amount offocaf”"™' r’” 

-s derived from federal and state aid and rl u'’T P“P«« 

ponan. form of co-ordination bet^ e tdtmT d ■- 

ctoditmg device used in connection with d I tti.v- 

ment-benefit pay-roll tax. By this plan Con”' “"emplov- 

■" Ae event a state does the Le th t st^ ®'® 
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Another example is the practice whereby the fctlcia! go\ eminent, tn 
allow ing income-tax payers to deduct certain state and local taxes in com- 
putino their net incomes, accomplishes an important-hut seldom recognized 
-form of co-ordination. Again, federal grants to states for lughu ays and, 
during the 1930’s, for relief, have been substantial. States, on the other hand 
neither make grants to, nor share any individual taxes with, the Fedeia 

One of the most pressing current problems in state-local financial ai- 
rangements arises because states have enacted laws limiting the 
thority of local governments. In consequence, the latter sometimes find it 
impossible to raise sufficient revenue to finance the services they seek o 
provide-or which the state requires them to provide. A few states recenth 
have revised their laws to permit local governments a wider latitude m 

levying taxes. 


DOUBLE TAXATION 

Another phase of the relation between different fiscal jurisdictions, and 

even be *een'd.fferent taxes in the same jurisdiction, is the proUem of 

double taxation. Partly it arises from the scramble for revenue vvhic 

acterizes competition between taxing agencies. All taxes must eventua ye 

paid from soL source of income: salaries and wages, rents and roplt es 

Lfits dividends, and interest. When more than one tax is paid from th 

Le source double taxation exists. Obviously, in this sense, direct and in- 

rect laxes’duplicate each other to some extent. For instance, a man who 
direct p ^ consumption has to 

ply boffi"taxes out of a single income. Other exanrples will 

A A fax mav be levied both upon income which consists of interest, 

Id; orTentfand upon the property that produced that income. A yate 

Another variety revenue Personal mcomes are 

tions levy taxes upon the same ,„d the Dis- 

taxed by the federal government, and by yj^n 5^ 

trict of Columbia Columbia. During the fiscal year 

"’“'’fSTneome-tax collections amounted to $19,000,000,000 and ac- 
Tn cent of total intetna, revenue. During the same year in- 



uiviuuai siaucs cuiiecTca fli»79,000,000 m income taxes, amounting to 15 per 
cent of total state revenues other than unemployment-compensation taxes. 
This duplication of taxes levied upon the same source, and \’irtuall\' the 
same tax base, not only increased the total ta.x burden in a haphazard man¬ 
ner, but also unnecessarily duplicated collection costs. To meet this difh- 
culty. Governor Dewey of New York proposed in 1947 that the states 
abandon income taxes altogether, and that in return the federal go\ ern- 
aient leave excise and sales taxes to the states. Such a plan, howe\ eiC \s .mid 
delay assimilation of state tax systems to the ability-to-paN- principle, and 
A^ould involve other difficulties. 

Certain types of property passing at death may be taxed three times- 
)y the state where it is located, by the state where the deceased li\ ed and 
ometimes by the state in udiich the bench'ciarv lives-as xvell as by the 
ederal government. State and federal excises often cnerlap and mav fall 
leavily upon the same commodities. The federal levx- on gasoline ensump- 
lon, enacted in June 1932 as an emergency tax to be levied for one x ear. 
xrended for another year by an act of June 16, 1933, and continued bx’ 
Jbsequent revenue legislation each year, adds considerablx' to the burden 
double taxation. Gasoline taxes are levied bx^ federal irovernmenr bx' all 
•ate governments and by many local governments. The^ total lexw reaches 
3/2 cents per gallon in Alabama and Mississippi. Because all states' relx’ 
pen gasoline taxes as one of the chief sources of their revenue they resent 

™i'n government upon their 


>CAL REVENUES AND LOCAL RESPONSIBILITY 

venue-raising agencies, and the great variety of taxL n h'T c' 

uted States, are both in part a reflection 7th, 

un^. Local responsibility in spending can be aeWeved 777 
ly If revenues also are raised locally. Unfortunatelv th, „ 

, sales taxes, and other levies suitable for ^ • general property 

:en have proved unsatisfactory These taxes hirh^r"^ 

ity, or ti bear little relation to capaciri r 

ects.. Of course grants from the FeLr Tx 

:e treasuries to cities and counties, hive helpeT K nU '“7 

enue-ratsing capacities of the Urger units at ?Ie dTspS^ol'S:: 

■ / 
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But the e»ier it becomes for local officials to turn to \pshington or the 
ftlte capital for a solution of their problems, the less effic.ent ,s loca ad¬ 
ministration Hkelv to be. Too extensive gtants-in-aid tend to sap oca n . 
tive and to destroy local responsibility. Therefore local revenues ™ ' "^ed, 
even if it is hard TO raise them in an efficient manner. This is a real dilemi .. 
Some at least, of the faults the purist sees in the American 
the price Americans pay for the preservation of local responsibility, tha 

ic of effective local self-government. . 

to ti'^t mTer^X'-'^iXo-™" 

”T Tvav i tl e moit important xvav, of financing public expenditures, 
only one xta> if the n ^ p ^ ,j,„e „ tune to 

We saw in Chapter 14 P'"” ^ ' „ianagement, conversion, and 

meet them needs. ... ,„e sub- 

;::;’:;;:;t:::r;ific firince. nns topic wm be treated i., me next chapter. 



CHAPTER TWENTY-SIX 


Government borrowing 


The outstanding obligations of all governments in the United States 
ggregated $272,000,000,000 as of January i, 1949; of this amount the fed- 
ral government owed $257,000,000,000, in round numbers, and state and 
3cal governments $18,000,000,000. Such vast sums are difficult to appre- 
iate. We may notice, for instance, that the public debt is roughly equal to 
ne and one-half times the annual national income. If we had no other use 

every penny we earned to the repayment of the 
ubhc debt, we might in theory accomplish this feat in a period of about 
ighteen months. This fantasy is suggested merely in order to convey some 
lea of the magmtude of the debt. 

When governments spend more than their receipts, they, like private 
idividuals, ordinarily must make up the difference by borrowing. When a 
rivate citizen goes into debt he ordinarily starts to worry. Many citizens 

deral debt. At the beginning of 1948, the head of a family of four ascer- 
imng the amount of the privately held federal debt, might have com- 
Jte t at the debt amounted to approximately $1,800 per person or $7 200 
■r his entire family. A debt of tffis size obvlusly w 7 uldTa m 11 ; ^f 
.ncem to the average family „f fo„. People aomeLermake 300^0":! 

e°editor denr'”"^"^ names in the papers by writing letters to 

editor denouncing governmental extravagance and reckless^ snen^- 

Ins B a natural response in a society where thrift ha. , , 
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the PUBLIC DEBT SINCE 1916 

The recent hisn.rc nf pul.lic eleht in the L'niteJ States ,s easily traced 
on the acenninanvint; chart (Fig. ill- In mih, the year l.clorc the United 
Slates entered ^Vorld War I, the debt meed lie tlie federal governinent 
etas apprtiMiiiatelt one billion tlollars. In the same tear the aggregate debt 
of states and localities amounted to approximatelt^ five billion dol ars^ Di.r- 
imr the period of United States participation in World W ar I, the tcdeia 
debt increased rapidb, reaching a peak of (ia.t,500,000,000 in 1919, In t ie 
prosperous ipao's! the federal debt etas paid olf at the rate of iiboiit a bib 
lion tlollars a year and in 1950, at the beginning of the Ureat Depiessit , 
had fallen to appro.siinately fifteen billion dollars. 

the nielli, tune, the'level of state and local tlebt rose 
,|,„-ino Worl.l War I, ami at the beginning of the ,pm s totaled onK aliit 
• 1 'll- I 11 ,rs 'I hc nnid expansion of srntc and local dchr duiini, the 

part to the great road-biiilding program 

necessita.eal bs the a,bent of the automobile as a nia|or form of - 

, l.t, the espan.. of etlilcational fac ilities, lb nym, state and loci 

;;:-:;rega.edab:,nlf,,maeenb,,l,.m.h.a^ 

v:::^i:e;:uia::i tl'Ilnes and nm^ties seas rising at almost the same 

"f P';'"™"''.;:I.;,'t,; bak'mee thei,- budgets, that state 

public-works piogi.niis, . ,„,entetn billion dollars in 1954. 

|,„.al debt, after reaching a pt.lk ol sett 

gradually ''^-^'vily 

no, far to seek, I'US,, Male 

during prosperous nines .11 i .,„„,ncted severely during the depres- 

and local government tax ‘niaintain vital 

a...''''‘''“;:'';:;:ridr.— 

:::::irii::;;^;«pandea,i.we.s^^ 

:;:::,;:i!>;'ritn:r:::'; tcirir the federal government 0.- .,s. 

because of tlie tnagnitmle of -nipl,,m.,t p,.h^n - 
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n 1 rclitivclv luoc scale to relieve the indigent and to create employment. 

; , : ^cre noclnnnng proponent, of the orthodox victv, who Wt 

,1 t deficit iocndino-cvcn to relieve distress -.md to CTnploy usetulh labor 
wl’ich otherw ise w ould have been idle-violated every pnncnple ot consetta- 

tive finance. 

DEFICIT SPENDING IN DEPRESSION 

Comroverty ova- the m„e. Orthodox eeonon.ie thouglit had long 

xvith its prennses, tins f.ll.ng, is to 

for recession, when ineoine, cvervthing 

slash public expenditures y' p ' ; ,,,, nmenfs budget, to 

possible shouUI be t one tradition 

f rwhen tirn'ver’adininistration earlx^ in the ,0,0's was forced to incur 
<'cficits ,0 maintain.. ysen ; ^ 

f:tp.,i:hc!n record and dine into power pledged to the principle of 

government economy and a halantcd '’"‘ 6 ''' perhaps difficult to tin- 

the light of present entrenched, for 

derstand how such a notion y" fluctuations are not s et thoroughly 

although the ultimate causes ■ essential 

nnaerstiid, there can be ^ .. it is clear that 

characterisne ' „„j downswings, such (liictuations 

in the beginnings of eye ■ T cumulative in their clTccts. An at¬ 
tend to reinforce t ‘ll government expenditures at a time 

teinpr to restore prospe ^ ^ ^ „pc„di,urcs are falling rescin- 

wheil private investment . ^ ,„,|y cK- 

hlts an attempt to revive y rcdiictiim of the gov- 

... 

have less to spend, and so on. 
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Deficit spending under the New Deal. During the 1930’s, faith in the 
efficacy of balanced budgets and minimal government expenditures as the 
surest and quickest way out of the depression gradually waned. When the 
Roosevelt administration came into power in 1933 at least 25 per cent of 
the working population was unemployed, destitution w^as widespread, and 
public morale was at a low ebb. The administration was quite unable to 
reconcile its promise of a return to fiscal orthodoxy with its basic pledges 
of a “New Deal” for the common man. No real effort was made to balance 
the budget. For good or for ill the federal deficit was soon swollen by ex¬ 
penditures for emergency relief and various other measures to alleviate dis¬ 
tress and a general breakdown. Soon the administration began to substitute 
extensive public WQrks for its general relief program. The objects of the 
shift from direct relief to work relief were: (i) to salvage at least part of 
the labor time which previously had been going to waste through unem¬ 
ployment; and (2) to obtain some benefit for the community in return for 
the funds disbursed. The new policy led to larger rather than smaller deficits. 
From the end of 1932 to the end of 1939 the debt mounted from eighteen 
to thirty-five billion dollars. 


For a long time, however, deficit spending was considered an abnormal 
measure to be ended as soon as the emergency was past. To justify the con¬ 
tinued deficits, a theory of “pump-priming” was advanced.^ Accordina to 
this theory, if economic activity sinks to a sufficiently low level self-correct¬ 
ing forces may not be strong enough to effect a revival, and government 
spending may be necessary to “shove the economy off dead center.” Once 
the economy has been sufficiently stimulated by doses of government spend¬ 
ing, so It was argued, recovery should be self-sustaining. 

Under the federal deficit-spending program, income and employment 
increased after 1933. By 1937 total production exceeded the previous peak 
level of 1929. In the meantime, however, the labor force had increased at 
the rate of about 600,000 persons per annum, and productive techniques 
were steadily becoming more efficient, so that even in 1937, unemployment 
was still high. Moreover, unfortunately for the theory of pump-priming, 
the recovery proved not to be self-sustaining. In 1937 pump-priming ex¬ 
penditures were curtailed, and the federal government’s budget was ap¬ 
proximately in balance. In the latter part of that year economic activity 
e sharply. While some economists maintained that the pump-priming 
theory had not been tested adequately, others felt that it had been entirely 
iscredited. At the end of 1939 the nation was still at peace, but the federal 

"See, for example, the President’s budget message of January 1936. 
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Jcl.c h:,d risen to 540,000,000,000. 1 -orccests .>f fi.tanor,,l d.saster were freely 
nrtdc and a distinguished banket seas seidciy quoted to the " 

tise debt ever reaeltcd 560,000,000,000. tite United States Treasui) ssould 

'’‘"'' rhe'-u.nToite rfe/u. Controversy eoneerning the merits of dehcit spend- 
inn as a tneans to prosper,tv sserc soon rendered irrelevant by the ,nexo- 
ri'ble need to provide for vast military expenditures. During the hse-)ea 
perioel 194.-45^the federal debt msc from 545,000,000,000 to $:6o,ooo,ooo 
I'redtnmrs of feelcral bankruptey ssere, hosveser, not tulhlled. 1- 
„ h,le state ami loval governments found that the svar boom increased tiren 
,xex Ks but also'found their capital expenditures cut by svartm.e re¬ 
st,-,cnons .-Xs a result state and local iiulebtedness had fallen beloss 5 ,>.- 

last ,hi,xy s ea,-s base Shon-,, a ..gh 4 -“ 

I - I etueen tire fluctuations of federal imiebtedness and that ol state . 
ship betsseen 4,,., p^s tended to incteas 

Inoal goveiniuen s. . ; a„d has declined in period 

,|,„ ing business ' ' ; . ■ „„ hand, has rise 

of peaceimie p,-osper,t>. St.itc am . expenditure 

sI.avIn ), in tonfornuty w.rli rhe panun. 

1 f .Iflit IS iK'iirlv txs'cnrv Ui'ics as 

local tlebt, proble,„s [efgl.ttvil'i're'lare^ to t' 

In" ...... 

(icfkirs. 

the nature of the debt burden 

Since a large part of the public 

tures, it is pcriinem to inquire whe.hei ^ , ,,,, 

iuH titf cost of a war ,in,,, 'wartiinc See 

considerable discussion an . ,. .q,. rreasinv borrowing on the groi 

rarieshave '■‘'P''|"'[|_^y''“\,f,|,Vwar should he postponed to the futi 
that snnic pait <> . • ■ cfTcctccl tlcnciiils on meaning 
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if the tax burden. Yet the real or physical, and certainly the psychic, bur- 
len of sacrifice tends to fall principally upon that generation which fights 
he war. For example, a large part of those resources which must be di- 
erted to the production of instruments needed for war might otherwise 
lave been used to produce consumers’ goods or to add to the nation’s pro- 
luctive equipment. The war generation is obliged, therefore, to forego some 
lart of its current consumption; it also loses whatever improvements might 
lave been created had there been no war. 

Analyzing the burden of the debt. Worried Taxpayer, mentioned 
bove, who computes his family’s share of the privately held national debt 
nd finds that it comes to approximately $7,200 (assuming a family of four) 
aay have less cause for alarm than he thinks. Let us consider some of the 
hings which he should take into account. 


In the' first place, the burden of the public debt consists primarily of 
he debt service—particularly the interest payments, which, as of the be- 
;inning of 1949, amounted to above five billion dollars annually. This may 
aean, although it does not necessarily mean, that tax payments have to be 
ive billion dollars higher than if there were no debt. Assume, for the mo- 
lent, that federal taxes are five billion dollars higher than would otherwise 
e the case. Then Worried Taxpayer’s family’s proportionate share of the 
ixes required to service the debt would be approximately $145 a year. But 
bis does not mean that the family in question is taxed $145 to support the 
ebt. That depends primarily upon the amount of its income and the kinds 


f additional taxes that are levied to meet the interest payments. If the inter- 
st payments are obtained by raising progressive income-tax rates relative 
D what they would otherwise be, and if Worried Taxpayer’s income is 
/ell above the average, then it is possible that he will have to pay much 
tore than his proportionate share of the interest cost; whereas if his income 
: relatively small, he may have to pay little or none of it. 

In the second place. Worried Taxpayer must take into account the 
tare of the national debt that his family oavns. If, during the war, the 
imily had bought $5,000 worth of Series E War Savings Bonds (which 
ay approximately 2.9 per cent annual interest if held to maturity), they 
muld receive therefrom an income equal to their proportionate share 
$145) of the interest cost on the debt. If the family’s income was well 
Dove the average, we should expect them to have bought more than their 
roportionate share of bonds to finance the war, so that their income from 
ond interest should offset to some extent, if not entirely, the taxes they 
ave to pay to support the debt. If the family is too poor to have bought 
y onds, It is not likely to have to pay much in taxes to maintain the debt. 
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But this is not the teholc stotT. In analyzing tite economic of a 

public debt one cannot sunply con,pare the existing situation (sv.th the 
debt) with the same situation, assuming no debt but keeping e\eruhin„ 
else unchanccd. For example, if affairs during the scar had been 5 “ 
aged that the debt had been kept belotc (say) one hundred billion doilais, a 
glat nianv other things in tlie economy svoiild be different too \\ orr. d 
Taxpacer proliabh- svould have had to pay much lieav.er taxes during the 
star so that lus p'resent savings might be much smaller than they aie. On 
the other hand, heavier taxation during the war probably would have pre¬ 
vented much of the war and postwar price inflation, so that Woriied Taw 
payer might now be either better off or worse off than he now ,s depend- 
Us on xO,ether or not in fact he has proflted bv the inflation. It he is a 
telhcr or a civil service employee, for example, he is probably wo se off 
by reason of the inflation, but if he is a farmer he is probably considerably 

Tlw ainseipiences of financing a maior tsar by bmrowing clearly am 
thoroughly complicated. Cionsideration of the effect of the ‘''I’' "P”" ^ 

individtal taxpayer leads to some significant conclusions about the luiiden 
of a debt upon L economy as a whole. As a first approximation, tie may 
at a^Tong as the piihl- deb, is owned by people 
the people in cfTeer owe the debt to themselves (or to each othci), - • 

. Ill burden involved is that of transferring funds from taxpayers to 
lluhlers and the real national income and wealth of the country as a 
r 1 i affected The situation is tpiile different where government 

feature of the |niblK de > . • nvhidt in part but in part only, 

fron. taxpayers to b.mdh 1 . b 1^^^ ^ 

consist of the same imhvidi . .. ,-csoui'ces. Should wc then 
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)erhaps even exasperation. In addition, if the taxes have to be high (be- 
:ause the interest disbursements are large) they may conceivably discourage 
)rojects of investment which would have benefited the community, and 
dded to the national income, had they been carried out. Moreover the 
nere mechanics of transferring bond interest and principal from taxpayers 
0 bondholders absorbs some resources, notably the labor of tax collectors. 

Finally we should notice that the burden of the public debt—to the 
;xtent that it really is a burden—depends to a considerable extent upon the 
evel of the national income. Although there is no w'ay of defining the 
lebt burden unambiguously in terms of its relationship to national income, 
wo magnitudes may be derived from this relationship which (considered 
ogether) roughly indicate whether the debt burden is increasing or de¬ 
creasing over time: (i) the ratio of debt interest to the national income; 
2) national income minus debt service charges. Other things being equal, 
n increase in the ratio of interest on the public debt to the national income 
ndicates an increase in the burden of the debt; secondly, an increase in 
lational income minus debt service charges indicates a decrease in the 
)urden of the debt. Neither of these magnitudes is necessarily significant bv 
tself. In 1939, for example, income payments to individuals in the United 
itates totaled $73,000,000,000, while interest on the national debt amounted 
0 approximately $1,000,000,000. For 1946, the totals were $177,000,000,000 
nd $5,000,000,000 respectively, representing an increase of 150 per cent in 
he national income and 400 per cent in the interest on the public debt. 
Mhile the ratio of debt interest to income was larger in 1946 than in 1939, 
nost people would probably consider that the burden of debt in 1946 was 
ess merely because income minus debt interest was so much higher. If in 
he next few years the national income should fall by half, as it did between 
929 and 1933, the burden of the debt obviously would increase greatly, 
•oth because the ratio of interest to income would increase, and because 
otal income minus debt interest would decrease. From this we can draw 
significant conclusion: the best way to minimize the burden of the public 
lebt is to follow policies to maintain and increase the national income. 

Alternatives to debt. It needs to be emphasized again that the effects of 
he debt cannot be completely analyzed without taking into account the 
Iternatives to creating the debt in the first place, and the effects which 
hese alternative courses of action, if pursued, would have had upon the 
conomy. Ignoring such considerations is one of the commonest mistakes of 
he untrained analyst. Ordinarily, the alternatives to creating debt are (i) 

0 refrain from making the debt-creating expenditure and (2) to finance 
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rl,e contemplated expenditure tlirouph taxation. Consequently, in cons.dei- 
, e e c of a ■ ven inccnent of public debt, one must cons.der what 
rr::,::; the si: of the economy ,f the expend,tote had not been made 

“ :::o!:::tit;;atr:;:ivs:s of .he ..nrden of .he p.,1.1. deb. 

• ‘ lev This is necessarily so because the economy is xen com- 

';,:rBtr;;,e conrplcxities involved are no excuse, as nranv people seen. 

to think, for ignoring them. 

the public debt as investment 

Ciovernnrent oblipat.ons mav he classified 

betw een the.r others'are 

months, others matuic o > • I extremes. Short-term evi- 

issued y irh or liills, y cre originally 

dences of public dt i , < 'horrowiiv^ in anticipation of tax rev- 

used principally for the ,,, its 

cues' This for,,, of bor,ow i„g has 1 -;" ^ 

,,, ,he IVeas.,,-, has eM'»"t'td c,,ns,d ,,.l ly. ^ 

, nonnally “f„„<le.r ^ i„s„,.c agamsi the rish 

„|,l,ga.io„, to cut „Pc the for,,, of Treas- 

of a rise m mteiest latc.. j.^,eh as 

urv lionds mariiring at some t is . ’ .ddition. Treasury notes, 

c.,.callc,l baby bo„.ls, n.a-nr.ng ',„„,cti,,,es 

,„n„i,ig for ,ntcr.,,cd,arc pc,„,< s > ,icccssity of issuing 

Because of ,.s v,,sr s, c 1 bye ^ 1 

obligations which appeal to the • 1 niatuntics. 

prestnts an exceedingly complex which is 

both litpiKl and safe, so fat as particularly those who desire 

n,cnrs are concerned. Many investments for trust 

safety in their own investments o 

ftinds, prefer this type . ,ins. Insurance cotupanics, likc- 

risky one with the possibility of h h rh,. 

: J, have invested heavily hr B"— ' ''.Iduted issues-.nahns 
liquidity of govennuent hanlts. U is not sur- 

,he,„ an a.rracve form .. ^„rid over, except in period, 

prising, 'j'me in selling their oWig^b™’- 

of extreme inflation, nave 
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FHE PUBLIC DEBT AND THE SUPPLY OF PURCHASING POWER 


Both the size and management of the public debt have important ef- 
'ects upon the total supply of money (that is, currency and demand de- 
aosits) and hence upon the health of the whole economy. We have seen, 
'or example, that public borrowing may be harmful to the economy as a 
vhole if, by increasing the total supply of purchasing pow'er, it promotes 
nflation. The inflationary effects of public borrowing were much felt 
;hroughout the world during World War II and the years wdiich followed. 
3 n the other hand, the repayment of public debt may be used as an iiistru- 
nent for decreasing the total supply of purchasing power, thus promoting 
ieflation. The economic effects of the debt, therefore, depend upon hov' it 
s managed, and it seems only sensible that debt management should be 
:onducted with a view to achieving what are generally conceded to be de¬ 
arable effects. 

We now turn to the question of the effects upon the total supply of 
aurchasing power of different methods of financing a deficit. In discussing 
:his question, it will be assumed that a government budget for some period 
:alls for a given amount of deficit spending (the discussion applies both to 
:he federal and to state and local governments). To make the matter more 
:oncrete, we will suppose that military expenditures increase suddenly, and 
:hat tax revenues cannot be raised immediately. 

The answer to our question depends primarily upon wTether the gov¬ 
ernment borrows from commercial banks or from individuals and nonbank¬ 
ing institutions. It was shown in Chapters 20-and 21 that when the govern- 
went borrows from commercial banks the immediate effect is to create pur¬ 
chasing power in the form of checking accounts (this, of course, applies as 
veil to most loans made to private individuals). That is, the government in 
effect sells a note or a bond to the bank, and the bank, in order to pay for 
:he government obligation puts a demand deposit (checking account) at 
-he disposal of the government. This constitutes a net increase in the total 
supply of bank deposits in existence. The expenditure by the government of 
:he borrowed funds puts the checking accounts in the hands of private in- 
iividuals and corporations, who in turn may of course spend them with 
>ther individuals and corporations, and so on.^ Consequently, government 


1 Some recipients of government checks may elect to cash instead of deposit them, 
this happens on a large scale, the paying out of cash will decrease bank reserves- under 
lome circumstances this may impair the ability of the banks to make loans to private 
VI uals. (See the discussion of the deposit-creating process in Chapter 20.) The 
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bnrr.Aiins from the banking system usually ailds to the total supply of 
money in dteulation and therefore is tantamount to the creation of nesv 

'™' 7 t mac be asked uhu the federal government, since it possesses the 
cvclusivc power to create currency, must espand the supple of money > 

II,ng bo nis to the commercial banks. ^Vhv should not the governm . t 
’simplv print the monev it requires, and, if it wants checking accounts, de- 
::jt-the monev in cunmercial bankst This tvouKI save P-kvutg < e c n- 
mcrcial hanks interest on government obligations. There appeal t he 
main reasons uhv this expedient is not used, hirst, people ^ 

understand the essential mechanics of the monetary system and tend to 
suspicious of this method of raising government funds, since tie gica m 
Zms of the past usuallv have been assticiated xvith printed money. Se - 
!„dlv’ it is of course true that, if the banks were given P'.'pct ' ' 

’ f bonds the uovernment would not have to pay any inteicst. In 

mmmsm 

\niious sciv nioncv to the banks in return for deposits, 

fhrrlilrt'tirilk^^ ^.-e partlauv supported by genend taxa- 

V, duals and nonb.mking purchases by banks tend to be. Dunng 

chases arc not inllationaiy, 

wartime, the government so < ■ additional paper 

as other invest.irs woi.ld imt buy. f b l 

money in large quantities, loncm • , | i|,|b„ii,nary effects of the 

,i,i„of bontls, nonhanlting bt.nds. The 

new currency, n.'iance the costs of a war very largely 

i;;r,:::g n "wt-ncy. mi sue, ... would, under wartime condt- 

..' a p-- t”*- 

corporations, the aggiLg.ut.I .,,y, how 

' 1 1,.. llrtlr reason w fear such a comiiigeney, how 
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ic would tend to remain the same. When an individual buys a savings bond, 
or instance, his cash balance is decreased by the size of the purcliasc. 1 he 
government’s expenditure of the funds involved returns them to the public. 

On the other hand, government borrowing from commercial banks, 
)y increasing the total amount of money in circulation, is likely to raise the 
otal level of spending; in times when resources are fully employed and 
)roduction cannot be expanded to meet the increase in the level of spend- 
ng (as in time of war), price inflation inevitably will result. Government 
ixpenditures financed by borrowing from private individuals and non- 
)anking corporations, on the other hand, will not have much cfTect upon 
he total level of spending. Of course, if some of the individuals or corpora- 
ions buying bonds wmuld not otherwise have spent the funds involved, the 
:ffect is to increase aggregate spending, rather than to substitute govern- 
nent for private spending. 

Conversely, repayment by the government of obligations held by com- 
nercial banks ordinarily involves the extinction of purchasing power. Sup- 
)ose that the government increases personal tax rates and uses the added 
•evenues to pay off its indebtedness to banks. Then demand deposits of 
)rivate individuals are transferred to the government and thence to the 
)anks which created them in the first place. Unless this operation promotes 
ncreased bank loans to nongovernmental borrow^ers, w’hich is not likely, 
he net effect is to extinguish the government’s debt, on the one hand, and 
in equivalent amount of bank deposits, on the other. In so far as the income- 
ax payers affected would otherwise have spent the money used for paying 
axes, this operation tends to reduce the total level of spending and hence 
s deflationary. Repayment of government obligations held by private indi- 
dduals, however, merely transfers funds from taxpayers to bondholders, 
vith no net change in the aggregate supply of money held by the public. 

To summarize, the Treasury’s policies in managing the debt cannot help 
)ut influence the supply of bank credit-that is, of money. If the govern- 
nent must borrow, bank borrowing is likely to be inflationary, wTereas 
oans from the public have slight if any effects upon the money supply. 
:onversely, the repayment of debt to the banks will reduce the money 
upply, while the redemption of obligations held by the public is neutral 
IS to Its effects. But we can go further than this, for debt-management policy 
-m become an instrument for controlling the money supply. Even when 
he budget is balanced, for instance, the Treasury can expand the money 
upply by borrowing from the banks to repay the public; and can contract 
ne money supply by a converse process. 
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Ccrminlv, if the oovernment desires to finance a budget deficit cvith- 
out incrcasini the supple of money in aetiec circulation it should borrmv 
from individuals and nonbanhing corporations. Such a policy hou ever, u 
s'lccccd onh- to the extent that government spending is substituted for^ pn- 
vate spend,no xvhich othersvise Mould have take,, place. It some of the 
funds lent m the government otherwise would not have > 

spent or lent, the amount of money in active circulation Mill be increased. 

THE PUBLIC DEBT AND THE RATE OF INTEREST 

It was argued above that the most obvious burden of the public debt 
from itcessarv transfers of uionev from taxpayers to bondlaoldets 
in pavnieut of interest. For a debt of any given siae, the 
depends upon the rates of interest at 

to borrow. Under normal circumstances, houctei, o 

-’''do t:dr -t mimagenwnt a. interest 

_ it is neeessaiy brielly — 

for ihc use o money. _ , 1,^ ,.,„|i, „f borrowers (i.e., the 

of time for I,“ „ ,,„,,oarcr will meet interest and prin- 

degree of nncertaiutv as o 

cipalpaynucnitswhcalth, , I cesseiuu^^^^^ 

ensily liy , rccitv of rcirninii'tiniounts 

the Inly testric.ion upon borrowing -- borrow 
borrowed. Under such ciicumst.mccs, 

and spend freely for investment pmio, ’ important function 

"he'volume ttf expenditures •■ind cor- 

Another important function o me t. ('„„vcntional economic 

pnrations possessing loanable urns to 
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ather than the level of interest rates. In other words, people’s savings are 
governed primarily by their incomes. Yet the proportion of their savings 
hey will lend depends upon the level of interest rates. If the interest rate 
vere zero, there would be no inducement to lend, and money would be 
upplied only if people were compelled to lend, or if the government stood 
eady to create and pass out money to anybody who could demonstrate his 
bility to repay the sum borrowed. 

Now assume again that the federal government’s budget for some 
leriod calls for a certain amount of deficit spending. The way to minimize 
he debt burden is to borrow as cheaply as possible. At present the federal 
government’s control over the banking system is such that it can specify 
he rates of interest which it will pay to the banks; in fact it would be 
lossible for the government to give the banks noninterest-bearing paper 
noney, instead of bonds, in return for deposits. So we may ask if there is 
ny reason why the federal government should not set interest’rates at 
'■ery low levels in order to minimize its cost of borrowing. 

As a matter of fact, the federal government has kept interest rates low 
)ver the past fifteen years. Yet it is by' no means clear that the govern- 
nent should always seek to borrow at the lowest possible rates of interest, 
)r that its policy in the past has always been \\'ise. For if the rates set by the 
ederal government are too low, the public may continue to save, but it 
vill not want to lend its savings—even to the Treasury—for such a niggardly 
•eward. If the public refuses to buy government bonds, the government will 
)e able to borrow only from the banks. Borrowing from banks, as we ha^x 
een, adds to the total stock of money and tends to increase total spending. 

At times when the level of total spending is lower than that commen- 
urate with full employment, this may be a desirable result. But at times 
vhen total spending tends to exceed the total supply of goods and services 
’or sale, government borrowing from banks may be highly undesirable. 
Consequently, if the government is compelled to engage in deficit spend- 
ng, and if at the same time it is desirable not to increase the level of total 
pending, the government will be in a dilemma. If it pays interest rates high 
.nough to attract needed funds from individuals and nonbanking corpora- 
lons, thus curtailing private investment and consumption expenditures, the 
Merest charges on the debt, and consequently the burden of maintaining 
t, may become oppressive. If, on.the other hand, the government sets in^ 
:erest rates too low to attract all the needed funds from nonbanking lenders, 
t wiU be forced to borrow from banks, thus increasing the supply of money 
ind promoting inflation. Thus the advantages of keeping both interest rates 



^3g OUR PUBLIC FINANCES 

»nd the cost of „,a.ntcinmg the debt low have to be balanced against the 
disadvantages of inflation. This is the dilemma faced by the fedeial govern 
nient in linaiicing World War 11. 

THE DANGER OF PUBLIC BANKRUPTCY 

Dnrii.o the ,9,0's, we have seen, the rising national debt evoked many 
„|„„,.,v p,°phecics of public l,ankrt,ptcy, at that tune niany people tme 
more alarmed at a Stio,ooo,o,K,,ooo debt than they were ,n the ,940 ay 
Ssdo,ooo,o„o,ooo debt. Applied to atrairs of govenmient, the te,,n ^ 
ruptcy” has no precise meaning, broadly speaking, it suggests a c i 
hid a govern .lent is nnalile for some reason to meet interest or principal 
::,di™hmr.m ns outstanding indebtedness and is unable u, borrow any 
more monev. "liankrtiptcy" should be distinguished from repudiation 
bankruptcy' is tl.e inability, repudiation the refusal, to meet c.mtiactua 
,,,o.Lonontsta,.thnyi.debty^^ 

nt various times been bankiupt, m , , • i j i frarpirm 

"r u-rr;:y ■ 

cign tiiriency. bankruptcy cannot occur as 

States. Ihe la.ter prohlen, tlo not 1 

;:;^:\'::;M::"si::::s;'imndho,dersareyy^^^ 

::::: t::.::::i:;xi:t:;Vi:s ^--tcreating taxame 

'"^"'mi hough transferring 

frictions of various kinds, debt at its present 

have been a relatively liirnoi pm 1 ...uional debt ctiualed about x'k 

size. In ii; 4 k. b'tal interest payments 01 • percentage 

per cent of total income payments to "'''-''f. erd.L is prob- 

Ltild have .0 be before the transfer , .„„ch L m 

lemitical but reptitable economists have conjecttiieu 

federal debt i. reetivcred by fedend ineunie taxes. 
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to 25 per cent of the national income conld il necessary be transfci recl in 
this way ^\dthout bankrupting' the rrcasuiy. 

The burden of the debt, as has been pointed out, depends to a corisidei'- 
able extent upon the level of the natit)nal it>come. If the national incfjinc 
were to fall precipitously within the next few years, as it did for instance 
between 1929 and 1932, the ratio of debt interest to income pavmcnrs at 
which the burden of the debt became intolerable might be much low cr 
than if the national income continued to rise. This is because w hen incomes 
are low taxpayers have less income left after paying debt service charges 
than they have if incomes are high. 

DEFICIT SPENDING FOR WAR 

iVIodern war calls for the expenditure of vast amounts of monct’ bv 
governments waging it. These amounts of money corrcspojtd to and call 
forth the enormous energies for purposes of destruction. Financing a \\ ar 
poses many financial problems, the chief of which is the avoidance of in¬ 
flation. This is contrary to the popular notion that the chief problem of 
finance in wartime is to obtain the vast amounts of money rc<.|uired. The 
experience of all modern wars show's that the creation of money is by far 
the easiest task facing a belligerent government; no nation has ever lost a 
w'ar because of a lack of money to spend w'ithin its borders, although na¬ 
tions may have lost wars because they could not buy abroad. 

That a government can get the money it needs for w ar can be demon¬ 
strated by a few figures. During 1939, the year war broke out in Europe, 
the gross national product-the market value of all the goods and services 
produced in the American economy-was approximately $90,000,000,000. 

Table 24 gross national product and federal expenditures 

AND RECEIPTS, CALENDAR YEARS 1939-1946 




(in billions 

of dollars) 




Gross 

FEDERAL 

GOVERNMENT 

It f 1 1^ f 


national 

Total 

Wnr 

Net 

»\Cl 11 u or 

Year 

product 

expenditures expenditures 

receipts 

receipts to 
expenditure 

1939 

90.4 

9.0 

1.3 

6.7 

74% 

1941 

125.3 

20.5 

13.8 

15.7 

77 

1943 

192.6 

86.0 

80.4 

39.3 

46 

1944 

210.6 

95.6 

88.6 

42.0 

44 

1945 

213.1 

84.9 

76.2 

43.1 

51 

1946 

9m 7 
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Of this amount, government expenditures for military puiposes comprised 

less than 1 1 , 000 ,000,000. r m ripfpnc;p 

Durino- subsequent years, federal expenditures for war ai 

mounted astronomically, as shown by Table ^4; .n ,943. 'dy. ydS, ’ 
amounts spent for mat and defense almost equaled the value of the 

gross national product of 1939. 

WAR FINANCE AND INFLATION 

The Revolutionary War, the Civil War, and World War I all were 
accompanied by price inflations u hich seriously disrupted the yonomj 
imposed crushi4Ltdens upon fixed income groups, and were followed y 
r :4 depressions. But thL wars were characterised '>7 *c;nwfl n - 
ness or inability of wartime Congresses to impose sufficiently hcai) taxe 
M^quentl by the resort to mo„«ary inflylon. T^^Connnenta cu - 
,.ency of tie Revolutionary War and the greenback of the C-l V m b 

came famous symbols of inflation; the of 

was achieved primarily through expanding banlt credit. At the outset 

wild War 11 therefore, economists realized that Spartan measures would 
Woild War ' y seating undue inflationary 

tfgcd ^ >>7 -- 

».-'y-y-;; 

expenditures, or at least a maj } hands of the public, 

companies, were issue • .-ate and the advantage of a 

'‘^"ntq’’"'l;; 4 , 4 lr 4 rnn dcnld. Other war bonds, paying slightly 
1 oMi c cst than usual, were made availahle for purchases m 
^unrs bTcorporations as well as hy iudi-ddiials. In order to Iteep 
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bonds from l)cing'sold ro conimerci;il l);inks (ir pkd^Lil ;is c<il!.iicr.il Im' bml. 
loans, which wouUl have liad the cllcct (if cxii.indmc tlic accicpaic 
of monc\', the oovernment restricted eoniiiieri i.il hank <i\'. lu i slnp ni iiMn\ 
of the w artime bond issues. 

'Po induce the pnhlie to hii\ IkuuIs, treinenddii^ s.iK s ( .nnp.npn'' w (. i > 
staged, sjiarked l)\ (.lipnitaiies, nioxie stirs, and ii-inrned war Ic isils. lie- 
spite all the In<4h-pressure salesmanship and e \Inlnt ii uis c i! \ .ik ir .md pnk In i- 
tiule, how'e\er, the nonhankin!^ pnhlie eunld nut he peisii.uled oi Inu ■-nin 
eient bonds to meet the i^on eminent s (.lelu ii. and iIk pii'.emin'. iii \'. a^ 
forced to resort to the ancient (.lev ice dl inll.ninp i he suppiv "i nidiKV -h\ 
Liorrow inn’ Iroin the eotnmereial hanks. 

The t\’pes of investors ae(|nirind the <_;( iv einnic ni s (ihlnj n n ais dl mde hi - 
edness and the extent to w hich the hankiinr svsiein p.ntic ipaud in lin.nu inp 
the defense atul w ar deheits, are sIkiw n in 1 able 

Table 25 INTEREST-BEARING OBLIGATIONS OF THE UNITED STATES 


GOVERNMENT, BY OWNERSHIP, 

1939 AND 

1946 

(in billions of dollars) 

Dec. 31. 1939 

Doc 31, 1946 

Held by banks 

Commercial banks 

1 5.9 

73.0 

Federal Reserve Banks 

2.5 

23.9 

Total 

18.4 

96.9 

Held by private nonbank investors 

Individuals 

9.8 

64.1 

Insurance companies 

6.3 

25.4 

Mutual savings banks 

3.1 

1 1 .9 

Other corporations and associations 

2.6 

23.0 

Held by governments 

State and local governments 

0.4 

6.2 

Federal government agencies and trust 

funds 

6.5 

31.2 

Total held by all investors 

47.1 

258.6 


It will he noted that the debt held liy hanks increased from $ t S,ooo,ooo,- 
ooo to nearly $97,000,000,000. This was tantamount to an increase in the 
monetary supply of at least this amount, since it represented the net crea¬ 
tion of deposits. In the meantime, the country's supply of mone\ increased 
as shown in Table z6. ' ' 
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able 26 the money supply of the united states, 
1939 AND 1946 


(in billions of dollars) 


Dec. 31, 1939 Dec. 31,1946 


6.4 

29.8 

36.2 
27.1 

63.3 


26.8 

83.6 

110.4 
54.0 

164.4 


Currency outside banks 
Demand deposits 

Total 

Time deposits 

Total deposits and currency 

The. figures show th„ the 7 ?'^'«se:"n 
currency) tripled between value in .,39 pt-s of 

bank holdings of government debt- Th^^oS „„„ *an 

real goods and services pro vice , ^jjj^ough inflationary pressure is 

CO per cent higher m 194^ tfl^n in 1939- ^ S monev the creation of 
created by the spending, rather than excess sprading. The fig- 

s„ much excess money ,„„ey, however, do not give 

urcs relating to the mu deposits, while not im- 

mediately spendable in the deposits increased 

spendable, can be t,uickly oo'-erted intoP^ 
by approximately |;7,ooo,ooo,ooo virtually to guar- 

federal government's P"''"7“'''"n 1't he could dispose of the bonds with 
antee to every pur^yr t^io^ -b-ou ^ 

no loss of capital, tha for this policy: fiist, 

against loss. . . ,■ „ oven more specific in the case of 

1his assurance of liquidity wa. < ^eminent contracted to 

- - “ ■“ ■“ 

to the inllationary P'y""^ during and after World 

I'hc wages of finaneia sin, .. Revolutionary War, the 

War II, have not changed very much since 

Civil War, and World War I. 



IHY INFLATION FOLLOWS WAR 


The Continental Congress lacked both the power and the will to levy 
ixes to finance the Revolutionary War and resorted to printing wagon- 
)ads of currency. The inflations which resulted from the Civil War and 
rom World War I were much more moderate. At the time of World 
Var II the federal government doubtless had the power to carry through a 
IX program sufficiently rigorous to limit any inflation to minor dimensions, 
bngressional hesitation in voting such a program was due partly to con- 
icting pressures exerted by special-interest groups in the economy, partly 
3 a fear of the effects of heavy taxes upon economic incentives, and partly 
3 the age-old belief that borrowing enables the cost of the war to be 
lifted to future generations. 

Conflicting claims were successful in clouding the issue. Labor groups, 
3r example, desired high taxes on profits and upper-bracket incomes, so that 
le tax burden would fall primarily upon the rich; business groups advo- 
ated sales taxes, which would fall primarily upon the lower-income groups, 
idustrial groups brought pressure to bear for concessions to their par- 
cular industries. Thus the inability of various groups to agree as to how 
le tax burden should be distributed was an important reason for failure 
3 enact an adequate tax program. 

In addition. Congressmen and other policy-makers were concerned as 
3 the possible deleterious effects upon incentive and morale of a tax pro¬ 
ram which would yield enough revenue entirely to finance the war. Such 
program would have required that the proportion of taxes taken out of 
icome be more than doubled. The experience of other nations indicates 
lat there is some valid reason for such concern. At any rate no nation has 
VQT been able to finance a war solely by taxation. On the other hand, 
anada and England both levied higher taxes during World War II than 
id the United States, with the result that both were somewhat more suc- 
sssful in controlling inflation than was the United States. 

Finally it still is argued that, if a war is financed by borrowing, a corre- 
3 onding portion of its cost can be shifted from the wartime generation to 
iture generations. In a strictly financial sense, looking at the matter only 
•om the viewpoint of the national treasury, this thought may be justified, 
or the nation as a whole, however, the economic burdens of war arise 
nncipally from the shortage of goods and services and the need to work 
•nger hours at unfamiliar occupations while the war is still in progi'ess 
hese burdens must be shouldered whether the war is financed by taxing 



644 


OUR PUBLIC FINANCES 

or by borrowing. There is one exception to this rule; if the borrowing is 
done abroad, war generations may relieve the current pressure upon their 
economies and, by obligating their descendants to pay back the loans, shift 
the burden. Plainly this possibility had no application to war finance in the 
United States during World War II. 

Such were the reasons the United States Treasury in fact resorted to 
large-scale borrowing to finance its wartime needs. Bur, ns we have seen, 
the inflation M’as caused in the main not bv borrowing as such, but by bor¬ 
rowing from the banking system. Could the Treasur\' possibly have ob¬ 
tained the whole of the money it needed from nonbanking lenders, i.c., 
from the general public? As already explained, one possible way of per¬ 
suading people to lend more would ha\ e been to pav them more for lend- 
ing, i.c., to raise the rate of interest upon government securities. This dev ice 
was favored especially by financial groups and others who stood to profit 
by higher interest rates, but the idea was opposed bv the Treasury on the 
grounds that it xvould vastly increase the cann ing charircs f)n the public 
debt, and that this would more than offset anv benefits involved. 

The average rate of interest on the federal debt outstanding as of the 
end of 1948 x\’as approximately 2.2 per cent. W'hat rate vould have been 
necessary to get the public to lend enough to keep down inflationary pres¬ 
sure is a matter of conjecture. Perhaps no rate v ithin reason. Probably it 
xvould not have been less than 6 per cent; and this would have increased the 
carrying charges on the debt very substantialK'. .Mf)rcovcr, althouirh infla¬ 
tion might have been averted, this woidd have resulted in a smaller national 
money income, so that the ratio of debt charges to income might have been 
much higher. 

The fact that inflation continued in the United States and other coun¬ 
tries long after the collapse of Germany and Japan su^ocsts that postv ar. 
as well as wartime, financial policies mav have proved inadecjuatc. In par¬ 
ticular, it has been claimed that the decline in military expenses should have 
facilitated the development of budget surpluses and the repayment of dcl)r. 
Most often, pressures for the remission of vartime taxes proved irresistible. 
In some European countries the mechanism for collcctinn' taxes had been 
impaired bv occupation. In the United States there was strong sentiment 
that wartime tax rates should not be continued in peacetime. Such tenden¬ 
cies reduced the prospect of an early cessation of inflationary movements. 
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SECTION EIGHT 


OUR PART IN THE 
WORLD ECONOMY 


mRODUCTION 


International trade, in the words of a contemporary writer, “consists 
of an economic substratum overlaid by a political scum.” ^ This description 
could be extended to all categories of economic transactions conducted 
across national boundaries: trade in merchandise, the exchange of services, 
and movements of capital. In any study of international transactions it is 
important to realize that their economic substratum” does not significantly 
differ from that of domestic transactions, or those taking place within one 
aational territory. The various motives which may underlie international 
rransactions and the economic processes which they set in motion, are 
identical with those which underlie comparable transactions in domestic 


Dusiness. 

What distinguishes international economic dealings from domestic, and 
alaces them in a distinct category, are certain factors of a political character. 
In the final analysis these factors stem from the partition of the land sur- 
ace of our globe into numerous sovereign political units. There is no eco- 
lomic rationale to this partition. The pattern in which political frontiers 
:risscross the continents today is the result of historical processes in which 
economic considerations have played a negligible part. 

This arbitrary pattern of man-made political boundaries is superim¬ 
posed upon the equally arbitrary scatter in which nature has distributed 
e economic resources of the world-its arable land, deposits of useful min- 
^ s, and climatic conditions adverse or favorable to land cultivation and 
man habitation. Had it not been for political frontiers, the geographical 
" G. A. Duncan. International Trade. London, 1946 , p. 58 . 
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distribution of aorictiltural, mining, and manufacturing production through¬ 
out the ^^•orld ^^■ould have been determined by the same factors as influence 
the location of production xvithin a single nation. However, since the exist¬ 
ence of political frontiers preceded by many centuries the evolution of the 
modern ^^■orld economy, today’s pattern of world P^duction and the cut- 
rents of M-orld trade reflect conspicuously the manifold influence, 
have emanated from the barriers erected by man on top of the uneven is- 

tribution of the world’s natural wealth. inflnpnred 

More specifically, these man-made barriers have profound!) infltie 

tl,e ,vorld distribution of productive resources other then those supplied 

:!; neture. Polit.cul factors have helped to shape into f 

population distribution, education, and occupational skills d ffeien 

croups of mankind. Such differences have led m turn to great 

Ihe Efficiency with which men utilize the natural resources at then 

governments have icgai ^ supervision and regulation, ac- 

/ens and foreigners as ■ 1 domestic 

rrantaions- and tliey have agencies which prepare statistics on foreign 

veillance by government of o ■ ..^tional frontier. Nobody thinks 

,.„ph goods tn money between NeJ Jersey 

of rccoiding y ‘ J.-ngland and Scotland. No records weic 

„nd Pennsylvania, oi December lyn. 

kept of trade ,Je'aiuc'an independent state, a new channel of 
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:tive is indeed desirable. However, we must also realize that the need for 
•essing this objective arises only because there is little hope of a denioli- 
in of those political barriers which cause the order of phenomena called 
iternational trade.” 

While frontiers exist, expansion of trade across them would be a sure 
;n that their deterrent effect on the movement of goods and resources is 
ing reduced, and that fuller use is being made of the opportunities for 
sing the material living standards of mankind M’hich nature and modern 
'hnology have placed at its disposal. Yet, looking beyond this optimistic 
ssibility, we should bear in mind that the utilization of the world’s re- 
irces would be even more efficient if there were fewer national frontiers 
• trade to cross, and consequently, perhaps, less “international trade” in 
: accepted statistical sense. 

Should, for instance, the project of a United States of Europe become 
lity, we would see a considerable contraction of the statistical total of 
Dds moving in international trade, but at the same time the economic re- 
irces of Europe would be more efficiently utilized than before. Trade in 
;sent-day Europe very well demonstrates the way in which political 
ntiers create foreign trade. If we add up the values of all countries’ im- 
:ts and exports to arrive at a statistical total of world trade in the pre- 
r year, 1938, we find that Europe (excluding the Soviet Union) ac- 
inted for 51 per cent of this total, even though it accounts for only 

er cent of the land area of the world, and but 19 per cent of the world’s 
julation. 


But Europe’s apparent dominance in world trade follows from the fact 
t this region is more intensively partitioned into small sovereign units 
n any other part of the globe. As much as 52 per cent of the imports 
European countries were obtained from Europe itself, xiffiile 64 per cent 
theix exports went to European destinations. In other words, well over 
-half of European foreign trade took place within Europe, across the 
mesh of Its political frontiers, and such trade accounted for more than 
-quartet of the statistical total of world trade. 

Conversely, a study of foreign trade statistics for the nvo nations com- 
g most of the North American continent, the United States and Can- 

tradt Twch aTr " " “““ fraction of 

t^taTe dT I “7“ to be caught by 

ted States and Canadian foreign trade statistics. The overwhelmino- bulk 

^rwLTn d without the dubious benefit of statistical recorfinu 
within and between the forty-eight states of the United States- and 
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w'ithin and ben^-een the provinces of Canada. This very absence of political 
and customs frontiers between the states has been one of the great assets 
of the American economy, and has enabled it to make efficient use of its 
vast and varied resources through production and trade untrammeled by 


political barriers. 

The exercise by governments of their traditional right to regulate 
trade benveen their own and foreign territories by levying import or export 
duties, imposing conditions and restrictions upon payments crossing the 
frontier, and in many other ways, by no means exhausts the impact of po¬ 
litical boundaries on international economic transactions. Actions and poli¬ 
cies of national governments are aimed explicitly and deliberately at the 
control of economic intercourse between their own nationals and foreign¬ 
ers. But parties to international transactions must also reckon with many 
incidental by-products of the fact that they reside in territories whose laws 
and institutions are different. In this regard international business contrasts 
directly with domestic business, in which all transactions are governed by 
one uniform “law of the land.” 


Some of the most important repercussions upon economic transactions 
which happen to cross national frontiers result from the separate monetary 
systems maintained by governments. The issue of currency and administra¬ 
tion of the national monetary system are among the more important mani¬ 
festations of political sovereignty. The existence of such separate monetary 
systems greatly complicates the business of selling, buying, lending, or bor¬ 
rowing when these operations require the mutual conversion of different 
curren'cics. Such operations give rise to problems of stability for domestic 
economies (piitc disproportionate to the scale of the operations themselves. 

Many other aspects of national policy and legislation which we arc in¬ 
clined to regard as matters of purely domestic concern have repercussions 
upon the external transactions of a country, and through them upon the 
economics of other nations. 'I'lic credit, price, wage, or employment poli¬ 


cies of one nation, even though its public and its law-makers may conceive 
them as strictly domestic affairs, all have repercussions beyond the border. 
Conversely, the domestic economic policies of foreign nations may produce 
effects upon our own economy. Study of international economic transac¬ 
tions, as a special category of economic analysis, has to be concerned with 
these manifold repercussions, delilicrate or incidental, of domestic policy 
on the external transactions of national economies. It must be equally con 
cerned with the various ways in which external relations affect the domesne 
economy and transmit to it the effects of economic conditions and policies 


abroad. 



CHAPTER TWENTY-SEVEN 


* 


The world 


economy 


WHY FOREIGN TRADE? 

Since Aden, SnutI, and his fnlloucrs L„,ncl,cd thcir art:,cl.s „„ the 
mercannl,St doctrine, it in,s been ensto.nan t„ approach the subpet 
foreign trade by asking eehethet a nation trades « ith others ,,nn,!nlv ,n 

uL" The ""I"'" 

tol natirT‘ “' ^ -sntes onit 

to nation sehtch exports more than it imports, l or the mereant.ltsts a 
favorable balance of trade" seas the onlv tangible gain « hieh a nation e in 
derive from foreign commerce. Since they regarded e.vnorts is rh. , la. 
which brought “treasure" into the countrv and thus alhled to its" udilh" 
_hey prescribed economic policies designed to maximize exports ami e 

-e^qrratror" 

>ver imports and declare^ttlTf ntbnhTrompd^^ 'I'o primacy of exports 

~t'“ 

r.,. cr,:';'"•*' 

«tional product. In order to make the best of foreiill d 

leaver to obtain its needed imports in exchange for^he f‘"ll" 
mount of exported e-oodc Rv inri- • • lor the smallest possible 

ion stands to 

filing more to foreigners than it ^ C e“m r''''’'- '' 

favorable" feature as claimed by L mercantiTism h?”"'TP 
>e nation is handing over to foreimers a indication that 

■ithont obtaining useful goods in return.''”™''" " lulme 
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NATIONAL SPECIALIZATION 


Once acquisition of imports had been shown to he the true object of 
foreign trade, it ^\•as not difficult to point out how a nation could set about 
obtaining its imports at the lowest possible cost in terms of its own products 
and so derive the maximum advantage from foreign trade. If every nation 
M'ould freely admit foreign products to the domestic market, international 
competition would soon enable each nation to determine ^\■hat products it 
could advantageously produce itself; it could also identify products in which 
the advantage of low production cost rested with other countries. High- 
cost domestic industries would be forced out of business, and theii markets 
captured by imported goods. The same test of competition A\ould deter¬ 
mine which industries were efficient enough to prevent displacement of 
their products by foreign goods in the home market. Finally it would 
identify the nation’s most efficient industries: those whose costs were low 
enough to outsell foreigners in the latter’s owm markets—in other words, in¬ 
dustries qualified to produce for export. 

Foreign coniincrce under free international competition w'ould thus 
bring about an optimum distribution of the nation’s productive resources. 
To see why this is so, consider a nation about to remove mercantilist re¬ 


strictions on its foreign trade. 

Flimination of the least efficient industries by foreign competition will 
release labor and capital previously employed in a wasteful fashion and 
make it available for alternative employment. I'hese displaced resources wi 
be absorbed, and put to more productive use than before, in employment 
opportunities which competitive foreign trade will have opened up in ne 
nation’s most efficient industries; these can now expand to produce for 


export, over and above the needs of the home market. 

As pr..ducci', rhe nation will l)cnclit hy having more of its resources 
utili/,c(l in highly efficient production, wliilc as a consumer it will enjoy 
,hc advantage of cheap imports. Its economy will have lieco.ne rpcciatoih 
instead of trying to produce all the things it needs, it will focus its effo 
on those industries where it enjoys a competitive advantage ovci oieigi 
countries. Since these countries will do likewise, national .speciallitation will 
he paralleled by iiitcrmlioml divisim of Mmr. lliis is a 
each nation does the things at which it is most adept, with the . su t th u 
each nation’s resources, and therefore those of the world as a whole, 


be more efficiently utili/ed. 
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>OES THE GAIN FROM TRADE LIE IN IMPORTS? 

Xhe free traders empliasis on imports as the prime object of forcis^n 
rade is fully justified if we regard the nation as an entity, and assume the 
xistence of a social motive behind the aggregate lA its external transactions. 
This assumption is evidently an abstraction if we think of a country like 
be United States, where free enterprise predominates as the form of busi- 
ess organization at home and where economic transactions w ith foreiun- 
ts are typically conducted by private business firms. ^ 

American imports and exports are alike made up of innumerable indi- 
idual deals motivated by individual decision. There is no co-ordination 
etween these transactions, and the American exporter sells to foreign bu\ cis 
ot because he is concerned to enhance America's ability to obtain imports, 
ut because exporting is his business and he expects to earn a profit on each 
■ansaction he undertakes. From his standpoint, exporting docs nor call for 
istification by reference to imports or any other consideration. What frees 
)r the individual American exporter holds good for entire industries, some 
: which are accustomed to dispose of a considerable part of their products 
foreign markets. Exports of American cotton accounted for nearh- one- 
iird of total cotton production before World War II, and thousands of 
mericans obtained employment and incomes from exported cotton. The 
-ady decline of cotton exports in the 1930’s (from an annual averacre of 

rdship to cotton growers m the South and meant unemployment or ret 
iced earnings for others engaged in the cotton trade. 

IE IMPORTANCE OF EXPORTS 

tnken place and 

_urces have become committed to production for foreign mn^ets' ex 
^ cannot be regarded as simply a necessary means of pavrg fo"’im-' 

• IS inherent in a system of international division of labor rhar 
:ion participating in world trade becomes dependent on exn^t sale f “ 
posing of a portion of its national product and for n ‘ 

national income. A temporarv or ne™ providing a part of 

nd for its export prod^^ hav'e 

ne and employment levels; they wiU be more or leL”" 

the extent to which a national Lnomy or selected d""' 
involved in foreign trade Fvidentl industries within it, 

reign trade. Evidently such repercussions will be more in- 
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tense and idespread if a large portion of a nation's labor force and other 
productive factors arc eniplWed in producing for foreign markets. An 
economy like that of Great Britain, which before World War I exported 
about 40 per cent of its total industrial production, x\ ill be more vulnerable 
to dislocation through external influences than that of the United States, 
where the corresponding percentage x\ as about ten. 

Additional vulnerability may result from excessive specialization in 
production; “single crop” economies, ^\■hose exports consist of one or a 
verv few primary commodities, are more likely to suffer dislocation than 
countries with diversified export structures. The extent to which a decline 
in exports xvill cause domestic unemployment and loss of income will also 
be determined by the case or difficulty with which productive factors, em¬ 
ployed in making goods for foreign markets, can be shifted into alternative 
employment. To be sure, a nation may have good reason for striving to 
maintain its exports at a high level in order to preserve a given pattern of 
employment-a pattern previously established by specialization for ex¬ 
port Yet we must steer clear of the fallacy of assuming that the promotion 
of exports is a useful method for a nation to “create employment” or that 
it can advantageously find markets abroad for an alleged “surplus’ of pro¬ 
duction. ,, 

Fxpra-ts hnvc no such magic virtues. If national rc.sources are rtilly em¬ 
ployed, additional exports (if they were possible witliout additional nn- 
L ts which in the long run they are not) would lead to inflation, f there 
L unemployed resources, they could of course be put to work by arti¬ 
ficially stimi.ing the foreign demand for expoits-for instance through 
export subsidies or loans to foreign countries. liiit export pioinotion wou 
do nolhing that could not be accomplished by additiona expenditures a 
home to stimulate coi»iuinptiom the sole tlifference u'ould be that, ,f expo, 
promotion is resorted to, the enjoyment of the products of re-employe 
resources would accrue ,0 foreign instead of native consumers. 

hinally in appraising the contribution of exports to the national 1 
come we must never neglect the test of comparative efficiency prop^ 
I V ilie “free traders.” If industries which are not among the nations 
^i'l:nt are km:'ni the export field-say, by siibsidies-it will always mean 
,har the country is not taking full advantage of the opportun.ties^ptesmi^ ^ 

""“"tt’':,:lomcs‘of ilfficil ffidu^r'rbeinr“i’p>--""‘* 

rubsidie’s 'that"in the final analysis are exacted from the incomes of more 

efficient producers. 
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LTERNATIVE OBJECTIVES 

So far we have discussed the merits of international trade in terms of 
e opportunities which it provides to a naticjn to minimi/.e the ec(»nomic 
I'nificance of its political frontiers, and to organize its production acc<jrd- 
^ to the criterion of maximum efficiency, in order to realize the rjreatest 
issible national income. On the assumption tiiat maximization of the na- 
inal income, regardless of any other consideratitms, is the exclusive aim 
national economic activity, the prescriptions of the free rraele doctrine 
uch we have briefly outlined above are flawless. It is i)v allow iny coinpc- 
ion to determine the pattern of world production that the opportunities 
ered by nature and modern technology can be most effleienth mobilized 
make available the greatest possible aggregate of goods lor the satisfac- 
n of man’s material wants. 

However, purely economic objectives have never cxclusivelv or even 
^dominantly determined the attitudes of governments toward interni- 
nal trade. In dealing with the realities of today’s world economx- we must 
ognize that it has been shaped under the influence of policies unrelated 
the aim of maximizing incomes. 

National security. Adam Smith himself conceded that “defense is more 
5 ortant than opulence”; he granted that considerations of national se- 
■ity have to enter into the determination of foreign economic policies, 
ese considerations inevitably militate against the policies w hich would 
i to maximum xvealth. International division of labor implies dependence 
foreign nations for vitally important goods, and often dependence on dis- 
sources of supply which may become inaccessible in wartime. Speed ili 
on may conflict with security if it prevents a nation from maintaining 
ntegrated industry capable of producing all the requirements of w arfare" 
■tonal security has generally led nations to stress self-sufficien‘cv, or the' 
t possible degree of dependence on foreign countries, as a major ob! 
ve of public policy. Pursuit of this objective has led to many and sianifi- 

ch w*'Tb T production from that ideal form 

World War II seems to have demonstrated the limited value of the 
ufficency concept in present-day conditions. For the war ended in the 

J f ''^7 had most systematically pro- 

ries Dro 7 ^ Especially during the 1930’s high-cost^ in- 

i wem tfr^ I'T hv the Gernlns. They 

the length of attempting to restore Germany’s ability to feed 
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itself from its o\\ n soil, an abilitv which it had lost during earlier decades 
of specialization for international trade. The war was won, on the other 
hand, l)\- nations which had not cultivated self-sufficiency to nearly the same 
extent, hut which during the war retained access to most of their accus¬ 
tomed sources of raw materials and continued to benefit in their war pro¬ 
duction from the advantages of foreign trade.’ 

bitenicil stability. Public policies affecting external transactions must 
also take into account their effect upon business conditions at home. The 
Great Depression brought home to every trading nation the lesson that 
world trade may spread prosperit\’ in good times, but becomes an interna¬ 
tional carrier of depression when the tide turns. Factors which we have 
yet to examine made it appear impossible to national go\einments to com¬ 
bat depression effectively without insulating their economics against de¬ 
flationary influences introduced from abroad through external transactions. 

The maintenance of internal economic stability, if necessary at the cost 
of foregoing some of the benefits of the international division of labor, 
came to determine the attitude of most governments towards foreign com¬ 
merce. Only through the bitter experience of the depression years, and the 
subsequent period w'hich saw a partial disintegration of the world economy, 
x\as it realized that the objective of internal stability need not be incon¬ 
sistent w ith the objective of adding to the national income by foreign trade. 
Indeed, it rc(|uired the additional experiences of a world war for the recog¬ 
nition to gain ground that this apparent dilemma can be solved by inter¬ 
governmental co-operation and the application of mutually consistent do¬ 
mestic and external economic policies. 


THE WORLD ECONOMY: TECHNOLOGY AND WORLD TRADE 

That complex network of commodity flows, exchanges of nonmaterial 
services, and international capital movements which is described by the 
summary term “world econnmy” is the product of a relatively recent past. 
Throughout the recorded history of mankind international trade had estab¬ 
lished points of contact between separate states. However, the contempo¬ 
rary pattern of clo.se economic interdependence, embracing virtually all t le 
inhabited regions of the globe, has evolved only during the past century. 

. Th, Soviet Union was no exception in tliis re.spect. While it wa.s highly self-suf- 
heient heffire die war, and its wartime foreign trade-in a 

i,s war dfort was decisively assisted hy s.imc $u),<>oo,o<,0,000 of United St.ites L 
I ease aid. and received substantial assistance also from Great Britain and Canada. 
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dern technology made this kind of world economy necessary as well 
jossible. 

The Industrial Revolution created an unprecedented need for l)ulk\ 

' materials and for foodstuffs to maintain the growint) urban populations 
countries where industry progressively encroached up(ui agriculture, 
ther food nor raw materials could have been supplied without the ad- 
t of cheap, fast, and reliable transportation by land and sea. I he machine 

bred new problems of long-distance freight transpoitarion, of coni- 
lication between buyers and sellers in w idelv separated markets, and of 
serving perishable commodities in transit. Technolooy meanw hile pro- 
id solutions for these problems by making availal)le railroads, steam¬ 
's, fast mails, telegraph and radio, refrigeration, anti many other iin en- 
s; thus world commerce was enabled to meet the manifold needs created 
the adoption of large-scale methods of industrial pn^diiction. 


WORLD ECONOMY: ENGLAND'S FOCAL POSITION 

The lead gained by England in the nineteenth century as the world s 
most industrial nation was paralleled by its focal position—c\cn more 
lounced-in the developing network of world commerce. British intlus- 
had to rely on imports for most of their raw materials, since the British 
themselves could furnish little besides coal and iron tow ard their e\ er- 
ving needs. Even more important in making Britain the focus of w orld 
e was Its dependence on imported foodsniffs. This dependence dcvel- 
1 in consequence of the unique manner in which the British in practice 
ied the principle of national specialization and their w holehearted par- 
ation in the international division of labor. 

The British economy had begun to specialize much earlier, but the 
:y reached its culmination with the repeal of the Corn Law s in 1S46. 
use of the far-reaching consequences of the British decision to abandon 
lultural protection, we may justly date the birth of the modern w orld 
omy from this event. A few years prior to the repeal, British agricul- 
had produced nine-tenths of the country’s food requirements. But once 
sed to the competition of foreign grain, farming in Great Britain em- 
sd on a steady process of contraction. By the end of the century food 
|onie to occupy a larger place in British imports even than raw materials 
British consumers benefited immensely from their access to cheap food 
countries where land was plentiful, and so did British industry How- 
dependence on foreign food as well as industrial materials aiso made 
m highly vulnerable to dislocations of her overseas supplies-such as 
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occurred in t\\-o ^\■orld wars. Yet, until after World War I, Britain had no 
occasion to regret or reverse its decision to specialize, for it enabled the na¬ 
tion to exploit fully the natural advantages offered by coal and iron re¬ 
sources and a favorable location, as well as the head start which it had 
crained in the industrial race. As a result of importing food and exporting 
manufactures, living standards of the British population rose to levels which 
V ould have been unattainable in the absence of specialization. 


GREAT BRITAIN AS AN OPEN MARKET 

Toward the end of the nineteenth century other industrial nations 
emerged to challenge Britain’s position of leadership m world trade; yet 
Britain remained the biggest export and import market within the world econ- 
omv until 1914, and the world’s biggest importer through the mterwar period. 
Wliat made Britain’s dominant position in world trade even more impor¬ 
tant ^^■as the fact that up to the time of World War I, and substantially until 
,93,, the British market remained open to the entry of foreign goods, un¬ 
hampered by import duties or other restrictions. 

I'vcn while ISl'itain's c.mpccitois in world trade, Germany, France, an 
the United States, were protecting their indnstries and agrieultnral pro- 
dneers l.y tariff barriers, many foreign prodneers could altrays sell in the 
Itrifsh ntarltet. By this means, they could ac.,uire British currency, wInch 
I,ad world-wide circulation as an internat.onal uied.nm of cschange. When 
we come to consider what prevented the world economy fr.im functioning 
as smoothly after World War 1 as before, we shall find among the undci- 
lying causes the failure of any cotintry to perforin the function uhith 
liitL had performed before 19 . 4 . btitain itself turned to protection and 
ceased to be an open marltet. Its role as the biggest national factor in wo Id 
trade has now been assumed by the United States, whose taril pohey s - 
vercly restricts the entry of foreign iiianufacturcd and agncultiua gooi, 

to the tlomcsiic market. 

INDUSTRIAL NATIONS AND PRIMARY PRODUCERS 

As the nineteenth century drew to a close the worltl 
vcaled a fairly simple pattern, characterised by a clear-c,it division o lab 
among highly iiul,istriali/.ed economies esporting predominantly indt^ 
products on L one hand, and nations or colonial regions exporting p unaty 
Ldticts alnio,st exclusively on the other, 'nicse primary products-tav 
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terials and foodstuffs—were sold to the industrialized nations, from \\ hich 
! primary producers in turn imported manufactures. 

The basic heavy industries, such as coal mining and steel, and a steadiK' 
landing range of manufactures, were quite predominantly located in 
rthwestern Europe. This region could fairly claim the title of the “world's 
rkshop ’ even after the United States had grown into a major industrial 
vver, for American industrial expansion had been closely geared to the 
:ds of its own domestic market. The European “workshop,” ^\ ith Britain 
its major component, radiated its demand for raw materials and food- 
ffs to all quarters of the globe, and this demand was met by countries 
ose economies had been molded in patterns complementary to those of 
ustrial Europe. In producing primary commodities for export, the latter 
lup of countries possessed advantages, in the shape of plentiful land, min- 
l resources, or climatic conditions not available in Europe. In return for 
ir exports, the workshop ’ furnished them with manufactured goods, 
ich its superior resources of productive capital and technical skills^could 
vide at low cost. 

The extent to which the emergence of this basic pattern in the u orld- 
le division of labor was stimulated by the colonial policies of European 
terial powers is debatable. Undoubtedly such policies deterred industrial 
elopment in many regions where its economic prerequisites graduallv be- 
le available. However, even independent countries tended to specialize 
►rimary production for foreign markets: for instance, most of the Latin 
erican republics. This shows that the development was something more 
1 an aspect of European imperialism. Possibly such specialization was a 
Jssary first step toward the emancipation of economically backward re- 
is, and their eventual adoption of more advanced and more highly inte- 
ed patterns of economic development. ^ 


INDUSTRIAL RISE OF THE UNITED STATES 

The rapid rise of a powerful and fully integrated industrial system in 
United States came to exert an increasingly important influence upon 
world economy, but did not at first significantly modify the basic pat- 
just described. Despite the progressive emancipation of the United 
=s from dependence on European manufactures, as the nineteenth cen- 
advanced, the American economy continued to export raw materials 
foodstuffs. It continued, that is to say, to perform a function in the 
nomy snnilar to that of primary-producing countries whose do 
ic economies were less fully developed. Well intoAe i88o’s Europe stiU 
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absorbed four-fifths of United States exports, which still consisted pre-. 
dominantlv of grain, meat products, cotton, and tobacco. However, from 
the 1890’s on, the American foreign-trade structure was rapidly transfomaed 

under the stimulus of domestic industrial growth. 

The year 1898 marks a turning point, for it was the first year in which 
the United States exported manufactured goods to a greater value than it 
imported, and it also was the first year in which imports of raw materials 
exceeded those of finished manufactures. These were the signs of industrial 
maturity. During subsequent decades the trend continued. American im¬ 
ports shifted increasingly toward raw materials, unprocessed foodstuffs, and 
semimanufactures, while the expansion of American exports of manufac¬ 
tured goods steadily encroached upon the share of farm products in the 
export total. At the same time, the emergence of the United States as a 
major factor in world trade introduced a further differentiation of functions 
amomr the various economic regions making up the world economy. 


DIRECTIONS OF AMERICAN TRADE: IMPORTS 

The United States, in contrast to northwest Europe, had rich and 
varied mineral and agrienitural resources to furnish many of the raw ma¬ 
terials for American industry. But it was neeessary to import many vegetable 
products grown under climatic conditions not present m North Amenca 
(rubber, bite), and products whose cultivation required so much lab 
to’ other resoi',rces as to become unprofitable in an -onomy w em 
labor was less plentiful and more e.spensive than elsewhere. Most of rhe« 
coniniodities clme from tropical regions, which .net the 
climate and also that of cheap labor supply, since their population densities 

were uenerally higli and latior plentiful. • fnr 

Chance accentuated this dependence on supplies from the 
example, tliey produced tin, one of the few important minerals y" »ty 
nitiire had failed to endow the American subsoil. Unlike the im us ii. . 

f buronc the United States continued to produce its own reqm 
:;:::::,f despite ^e grown, ..f domestic .nanufact™. 

Yet the diirnsion of high standards of '' 

i„g in numbers and wealth led to an increasing dcinand f'« ' 

n„r orollnlilv be produced domestically. Ihesc, too, were mo. y 
could not p fit. y 1 ^ bananas, 

« American menus measured the growth of out 
dependence upon imports from the tropics. 
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Finally, America’s diverse and variegated manufacturing industry, 
nulated by increasing demands and protected by the steady upward 
nd in the tariff between i86i and 1930, became increasingly able to satisfy 
: domestic demand, even for the most complex and highest-quality mer- 
mdise. In this manner the capacity of the American market to absorb for- 
n—and especially European—manufactured goods was steadily reduced. 


tECTIONS OF AMERICAN TRADE: EXPORTS 


A quite different set of factors governed the destinations of American 
)orts. Europe remained a large market for American foodstuffs and raw 
terials, even though its share in the total of American exports was steadily 
mg. By the late 1920’s, nearly one-half of all United States exports w as 
I being absorbed by European countries. This meant that American agri- 
ture remained specialized to meeting the demands of the urban con- 
lers of western Europe for foodstuffs, and of European industries for 
ton, tobacco, and other materials. However, a rising proportion of Amer- 
1 exports of manufactured goods was being absorbed by non-European 
rkets. 


Some of these manufactures went to tropical countries wTence Amer- 
1 imports came; but in even larger measure our non-European customers 
-e countries of temperate climate from which we purchased little. In- 
isingly active demand for American manufactured goods came from 
lada, Australia, and other British Dominions and from the nontropical 
ntries of Latin America. Economic conditions there resembled those of 
United States. In most of these countries labor was scarce and natural 
lurces were plentiful. As a consequence it w^as profitable to employ 
)r-saving equipment in farming, mining, and other industry. Too, dis- 
ial of populations and long distances presented transportation and com- 
iications problems familiar to Americans. 


ountries in the above groups came to rely increasingly on American 
istiy, preference to European, for their imports, especially of capital 
ipment. American equipment was directly suited to their specific TOn- 
.ns and needspn addition, American manufacturers enjoyed competitive 
mtages over European producers. They made farm equipment, trucks 
imobiles and construction machinery for a vast domestic market. Effi- 

pe™ot *eir European 


The tropical regions, by contrast, offered few opportunities for export 
lose products in the manufacture of which Americas had become most 
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efficient. The high population densities of these countries made labor cheap 
and discouraged the use of labor-saving equipment. Labor productivity re¬ 
mained low and kept wages at a low level. They could not afford the less 
essential consumers' goods which the more progressive primary-producer 
economies had already begun to buy in the United States. What demand 
there was for imported manufactures was mainly confined to cheap staple 
products like cotton piece goods and hardware items which industrial 
Europe, M'ith its relatively plentiful labor supply, was Avell qualified to 

SUPPlV- . r • a 

The above survey of the major directions of American foreign trade 
shows how it became an integral component of a world-wide system of 
multilateral trade. In such a system a country’s export and import markets 
need not be identical. Institutions have grown up which enable each coun¬ 
try to sell its exports in one market, yet to use the proceeds for buying its 
imports in altogether different markets. The United States before the war 
traded in this fashion; its imports were obtained from countries largely 
different from those wdiich offered the main markets for American exports. 
.It enjoyed export surpluses with tlie non-European countries in the tem¬ 
perate zone.s, which in turn exported more to Europe than they bought 
from it. American imports from the tropics, on the contrary, heavily ex¬ 
ceeded exports, since Europe had remained the major supplier of manu¬ 
factured goods to the tropical regions. The proceeds of American net im¬ 
ports from the tropics helped to finance purchases in Europe by tropical 
countries. 'Ehese in turn contributed towards financing net European im¬ 
ports from the United States. 

PROGRESSIVE INDUSTRIALIZATION AND FOREIGN TRADE 

As long as the world economy conformed to a fairly simple pattern 
„f cxch.ngo between enn.ple.nentnry ce-nonys-indu.,t,iayec 
,l,e one hnnd and nrin.ary |n-..dnce,s on the otltet-,t seemed capable of de 
le t l?Loothly. At the sante time i.tdnstrial gtowtb, both ,n northwest 
In,,, „c anti i.> N.«h Atnetica, might have been expected to contmue. How- 

had lagged behind in the early laps of the mdnstr.al race o. had not ye 
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ered it when the modern w’orld economy came into beino-. The dif]\isinn 
ndustrialism has steadily gained, but is still far from complete. 

The spread of indnstrialization. In the British Dominions, India, China, 
in America, and elsewhere, the primary industries—mining and agi icul- 
were largely developed in the first place for export purposes. But of 
rse this primary production could equally well be used at home as the 
s for developing secondary (i.e., manufacturing) industiies. Raw ma- 
als previously exported in their crude state were now taken tlnou<_;h 
early stages of processing in the countries of origin; w here ores once 
been exported, concentrates or metal ingots now w ere shipped abroad, 

; or cotton fabrics xvere exported instead of raw fiber, and so on. 

Again, the transportation networks of these countries, also planned 
finally to serve the export trade, had opened up internal markets anel 
:n access to raw-material resources that could provide the basis for de- 
)pment of local industries. In Europe itself, heavy industries and manu- 
ure generally had spread from the northwestern seaboard to other parts 
he continent. In the Far East, Japan rose from feudal conditions to the 
as of a major industrial power w ithin little more than a <iencration. 
Competitive ivdnstrializatioii. This world-wide difi'usion of industrial 
hods and techniques seemed to foreshadow nothing less than a rapid 
ase of that dovetailed pattern of complementary specialization w Inch 
only just come into being. As one country after another graduated 
ndustrial maturity, one might have expected that opportunities for 
itable interchange betxveen them would have become increasingly re¬ 
ted. Pessimists might predict that in a world where every nation’ pixw 
2d its own manufactures, international trade must shrink to include only 
ow flows of raw materials and foodstuffs, obtained under increasing 
culties and ever more acute competition by the nations which could not 
vithout them. 

At least up to World War I, the realities of the world economy fully 
ted such gloomy anticipations. Industrialization, as it spread almost to 
ends of the earth, proved a powerful stimulus to, rather than a brake 
1, world trade. In hitherto backward communities it generated demands 
imported goods-demands which had not been felt before. New indus- 
needed capital -equipment which the young countries did not as yet 
luce. The improvement of transportation, a vital prerequisite for indus- 
development, called for massive imports of equipment. As new' sec- 
xy industries were launched in these distant countries, and the base 
heir industrial development broadened, the new demand for capital 
pment underwent continuous expansion as well as diversifiation 
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Other effects of indtistrialization on trade. Less direct, but fully as im¬ 
portant in creating new markets for the manufactures of mature industrial 
countries, M'as the effect of industrialization on the living standards of back¬ 
ward countries. Growing segments of the populations of Asia, Latin Amer¬ 
ica, and even Africa, came to make their living by more productive work 
than had been possible before, and greater labor productivity brought higher 
real incomes and higher consumption standards. Imported consumers goods 
came \\ ithin the reach of peoples who until then had been unable to af¬ 
ford them. In many places, and in colonial regions especially, there were 
forces at \\'ork which prevented native labor from claiming its full share 
of the benefits of greater productivity and reserved much of these benefits 
for foreign capital employed in the new industries. Even so, ho^^■ever, ne^^' 
purchasing po^^■cr was diffused among the native populations and was trans¬ 
lated into additional imports. 

In backward countries where conditions were favorable to continued 
industrial expansion once the process had started, domestic mdiistiy tended 
sooner or later to catch up with the new categories of demand for importe 
protlticts created by industrialization. Manufacturing industries catering to 
local needs were steadily diversified; basic heavy industries and domestic 
production of capital e,|ttipment were started. In short, the new demands 
resulting from industrialization did n.it create steady and assured new mar¬ 
kets forkhe products of mature industrial countries. It is more aecurate to 
say that the new developments opened tip new, if continually shifting, op¬ 
portunities for export from older countries, just as they destroyed other such 

'0 The new industrialization in 

f.,r corners of the globe promoted an expansion of the foreign tiade of a 

' ablished manufacturing ..tries, but it also forced then, coutinua y 

to a.liiist their exptirt in.lustries to fit a demand that was lltud as to com- 

..positlL ami geographical direepn. No i™'-™ 

cusfitned to exporting manufact.ire.l goods could ■''T-’'^Lt 1 it ,e 
laurels anti expect that the things it had sttcccssftilly expo,ted at 
would necessarily continue in den,ami as the years went ,y. 

liritish industry provided the outstanding example of f ihiie to disp V 
the n X l tv renuirc I for successful competition in a changing worId econ- 
Tvn Vl itisl, export industries like textiles and hardware had grow. 
.,„,y. ryp, . ' p „i,| the bottom rungs of 

p^-ducts which 
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Duntries graduating to the status of exporters of manufactures. The promi- 
mce of such goods in the British export structure had made it obsolescent 
"en before World War I in relation to the needs of a world that was rap- 
ly becoming industrialized. In fact World War I provided a strong stimu- 
s to further industrialization of backward countries. By the 1920’s the fail- 
*e of Britain’s .staple export industries to adapt themselves to changes abroad 
id become a rather obvious cause of British unemployment. 


lADE AMONG INDUSTRIAL NATIONS 


As the world economy developed, it exhibited another feature which 
futed the pessimistic argument that mature industrial countries were dig- 
ng the grave of their own foreign trade by supplying capital equipment 
backward nations. This feature was the establishment of intensive trade 
lations between those very countries which already possessed complex 
d diversified manufactures, nations, that is, whose economies for purposes 
foreign trade appeared to be at first sight competitive rather than com- 
mientary. England, Germany, France, the Low Countries, and other in- 
strial nations found that, however mutually obnoxious they might be 
ten compenng elsewhere, they also had plentiful opportunities for profit- 
le trade with each other. Their experience demonstrated that the possi- 
ities of dividing labor internationally are not confined to the traditional 
:hange of raw materials for manufactures. 


he infinitely varied demand of highly integrated industries for spe- 
lized production equipment, many different grades of seemingly iden- 
al commodities like steel or textile yarns, the wide range of chem- 
products, and other industrial materials, offered numerous open- 
:s for the producers of one country to enter the markets of another. Simi- 
possibihties existed in the field of consumers’ goods. Diversified con- 
nption habits and varied tastes and preferences, which industrialized 
nmunities with their high living standards could indulge, created many 
3ortunities for the exchange of specialized consumers’ goods of the less 
-ntial types, as illustrated by processed foodstuffs, wines, and liquors 

v tr Jr -- of highly industrialized countries, when 

the otZ rK "Z " ^ostomer 

e other. This appeared to be true at least so long as opportunities for 

able mutual trade were not blocked by tariffs and oAer restrictions 
•r World War I. The situation we have outlined-prior to the advent of 
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increasingly restrictive commercial policies—has been summarized as fol¬ 
lows: “The gro^\■th of manufacturing, far from rendering the countries 
concerned independent of foreign-produced manufactured articles, stim¬ 
ulated the importation of such articles, and . . . imports tended to follow 
a course parallel to that of manufacturing activity.” ^ 


INTERNATIONAL INVESTMENT AND FOREIGN TRADE 

In tracing the emergence of the modern A\orld economy we have 
stressed, to this point, the differences betvreen various regions in natural 
resources, production structures, and consumption patterns as the major 
determinants of the directions of v\ orld commerce. Our survey is incomplete 
until we have accounted for the part played by international investment in 
shaping the pattern of world production as well as the network of world 
trade. Distinctions often made between investment as a “financial” and 
trade as a “commercial” phenomenon should not be allowed to obscure the 
essential unity between international trade and investment. Just as invest¬ 
ment funds are spent domestically for goods and services, transfer of 
“capital” across national boundaries has to be effected through movements 
of goods and services. 

There are many technically distinct forms of international investment. 
Their common feature, however, is that investors (or lenders) make 
amounts of the currency of the “capital-exporting” country available to 
nationals of a “capital-importing” country. Foreign money is of no use to 
the latter (let us think of them as the borrowers) unless they spend it di¬ 
rectly on goods and services (for instance, machines and productive equip¬ 
ment) which they import from the lending country. Or the borrowers 
might convert the proceeds of their loan into their own domestic currency 
by selling the currency of the lending nation to other citizens of the bor¬ 
rowing nation who wish to pay for goods and .services obtained from t e 
lending country. For the lending country is the only market where the 
“exported” money is accepted in payment for goods and services. Foi tiat 
very reason, it is to this country that the “exported” funds must ultimate y 

return to be spent. . 

Therefore, capital invested abroad must always be tians ci 

kind,” through exports of goods or services from the country whic t ma tes 
foreign loans, which finances minc.s, plantations, or factories m foicign 
or otherwise engages in the “export of capital. 

MndustrMization and Fordpi Trade, League of Nations, 1945, P- >‘ 8 . 
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Similarly, the return obligations which arise from such transactions 
can only be effectively discharged through “transfer in kind,” i.e., by mer¬ 
chandise or service exports on the part of the capital-importing country. 
Such exports provide the means for making interest and amortization pay¬ 
ments on foreign loans, or remitting the profits of foreign-financed enter¬ 
prise. Loans contracted in a foreign currency have to be serviced and re¬ 
paid in that curiency, and foreign stockholders will claim their dividends in 
their own currency, too. Thus, the debtor country has to earn a margin 
af foreign currencies in order to satisfy its foreign creditors, and it can only 
do so by selling more of its goods and services abroad than it would have 
:o export, if its sole concern was to raise enough foreign exchange to pay 
‘or its current imports. 


)IRECT AND INDIRECT TRANSFERS OF CAPITAL 

The transfer “in kind” of capital can of course take place directly be- 
ween the creditor and debtor country. An example of such a direct trans- 
er would be a dollar loan made by United States investors for the construc- 
lon of a steel plant by a Brazilian corporation which spends the proceeds 
'f the loan entirely on construction materials and equipment imported 
torn the United States and on the services of American technicians employed 
n the project. Alternatively, however, the Brazilian company might decide 
a convert part of the dollars into cruzeiros to pay native workers and pur- 
hase materials available in Brazil. The “transfer in kind” would still involve 
nly two countries if the dollars were purchased by other Brazilians who 
^ant to pay for imports from the United States. 

But we can well envisage situations xvhere the dollars which were lent 
) oreigners find their way home by roundabout routes. If the borrowing 
Jmpany buys some steel-making equipment in England, it must buy ster- 
ig from Englishmen (or from other foreigners possessing sterling) who 
ant dollars to discharge obligations payable in the United States. In short 
.e loan do^rs may pass through many hands and cross many national 
>undar.es before they return home, but ultimately they will come back 
' the only country where goods and services can be bought for dollars 
.ce eve^ dollar lent to foreigners completes its journey home by betag 
■en by foregners the United States, it will have a necessary counter 
rt m goods supplied or services rendered by Americans to foreigners 
yansfer in kind of interest or profits, and repayment of loans may 
. be effected directly or by roundabout routes. In our Brazilian eximp!^ 
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the bo^^o^^■ing corporation could satisfy its American creditors by paying 
in dollars o-ained from additional Brazilian exports to the United States. 
But dollars obtained through conversion of foreign currencies earned by 
Brazilian export surpluses to third countries would serve equally well. 


EFFECTS OF CAPITAL TRANSFERS ON TRADE BALANCES 

We have seen that effective transfer of capital and effective discharge 
of debtor obligations must generate merchandise and service transactions in 
the opposite direction. Hence national foreign trade accounts must evi¬ 
dently reflect a country’s status in international investment (its status as 
debtor or creditor) as well as its production and requirements patterns, on 
which we dwelt above. A country which is an active exporter of capital 
x\ ill export a larger pecuniary volume of merchandise and services than it 
imports. As it goes on exporting capital, however, its investors will accumu¬ 
late claims on debtors in foryign countries. Such claims can only be realized 
if the creditor nation, by additional imports, enables foreigners to secure 
additional supplies of its currency. This will offset part of the export sur¬ 
plus generated by additional foreign investment. If the creditor nation’s for¬ 
eign investments remain at a constant rate year by year, and if outstanding 
debts are not reinvested abroad as they fall due for repayment, imports 
representing debt service and repayment will come to exceed exports repre¬ 
senting new investment, and the capital-exporting and creditor country will 
come to import a larger pecuniary volume of goods and services tl^n it ex¬ 
ports. Great Britain was in this situation during the second half of 

nineteenth century. 

A capital-exporting country can continue to tna.ntan, an expo.t sur¬ 
plus only if the rate of new foreign invesnnent is progressively stepped up 
(which can be done by reinvesting abroad incinie and principal pyni» s 
due on outstanding investments). In the same way, a ciet itcn conn y 
L ceased to be an aetive exporter of capital can only collect income and 
payments of principal on foreign debt if the value of its imports exceed. 

(twer3y"ti,e trade accounts of a country actively importing capital 
will si:: an import surplus as long as the cost of ^ 

"1,1 obligations foreign capital 

L’e I,:; discolrinned, the debtor nation can only pay interest and repay 
nrincipnl if it exports more than it imports. 
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It follows from the above that, if international investment is to func- 
)n smoothly, the network of world trade must do more than merely re- 
ct a regionally differentiated pattern of production and requirements, 
ows of merchandise and services must be capable of serving a dual func- 
in. While matching availabilities of goods and services in one country 
th requirements in others, they must also accommodate the movement 
capital from capital-exporting to capital-importing nations and the trans- 
• of payments due from debtors to creditors. 

We saw above that various regions of the world learned to trade with 
:h other, even though their import and export markets did not coincide, 
given region, that is to say, would use the proceeds of net export sales 
a second region as a means of paying for net imports from a third region, 
other words, the settlement of debit balances was achieved throufTh 
indabout transfer of credit balances. Such roundabout transfers can 
inly be used, not only to liquidate adverse balances incurred in trading, 
t also to furnish favorable balances required for the effective transfer, 
vicing, or repayment of foreign investment. As a next step we have to 
mine the forces which made it possible for the network of world trade 
perform the double function of bringing together not only buyers and 
ers, but also debtors and creditors, in mutually profitable relationships. 


ACTIONS OF INTERNATIONAL INVESTMENT 

Today we tend to think of foreign lending mainly in terms of intergov- 
mental transactions, designed to repair the economic dislocation wrought 
political catastrophes (such as world wars) and often explicitly subordi- 
ing economic objectives to those of political foreign policy. Yet such 
Tgovemmental loan transactions, except in wartime, were almost un- 
'wn before 1914. Governments often appeared as borrowers in foreign 
ital markets, but their bonds were bought by private investors. A major 
tion of international investment, however, took place between a private 

:rpnse in one country which needed capital and private investors in 
ther who were ready to supply it. 

Such private international investment served the clearly discernible eco- 
Bc function of transferring capital from countries where it was rela- 
y pWul to those where it was scarce in relation to other productive 
ors, and where investment funds converted into capital assets promised 
g er rate of return to the investor than he could obtain in his own 
itty. Even in those days international investment had its political reper- 
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cussions and implications in plenty, but these were mostly by-products of 
transaccions ^^■hlch individuals had oiiginatcd in response to the pnvate- 

'"'°*’ln the'expansive phase of the world economy which ended with World 
War 1 the pattern of international debtor-creditor relationships coinci e 
laroclv with the basic differentiation of world production into indtismal 
ani primary-producer regions. Facilities for making Ae niachinery and other 
equipment which the undeveloped countries needed, and the funds y 

theny both were plentiful in Europe. Btitain-and to a lesser extent France 

and Geniiany-naturally became exporters of capital. 

I?y virtul of the very fact that they were industrialized, such conn lies 

possessed ample capital equipment. This made for efficient ''>8'’ 

Lrage incomes, a large accumulation of savings; ^^ 

availXle on a large and increasing scale funds for ■"'’“y ™ ; 
their advanced stage of economic development also '-ipl ed that dr^n t 
investment needs were becoming increasingly xvcll yPP^y ^ “ 

rate of return on capital characterizes economies “'‘-'-'y,"'" ? y™ 
nrodiictivc facilities. Investors could escape tins saturation of the domestic 

capital market by seizing opportunities fiir more P'“'’'y'yy y™'"' ^ 
countries where the utilization of plentiful natural resouices and amp 
reservoirs of manpower awaited the application of capital. 

Uearth of capital in relation to other factors w ould not alone have in 

for which the industrialized, capital-exporting economies themsehes 

an assured market. nnwerful two-way stimulant 

'I'lius international investment became a j f p i o(M)ds 

' ' ’ , 1 , I It- liclnrd to move manufactuicd goods 

.... 

r i-riwr r 

hand it mdueed a let rttuntries to owners or 



BRITAIN IN FOREIGN INVESTMENT 


iland, by virtue of Iter lead in industrialization, natiirallv vas first 
ge as a banker country. Noe onl\ tlid the liritish stai t to buikl up 
ale overseas investments long- before other nations; until World 
hey continued to atltl to them at a rate unparalleled b\ an\’ other 
• * 9*4 \ alue of British overseas assets apjtiat.Mmated t\\ ent\’ 

lollars, a sum roughly C(iual to the foreign assets of all other creditor 
:s combined. 

\ 111 ta in s mounting meatme from toreiL;n in\esrmcnt 

s way home illustrates well the dual function of world trade which 
d above. During the second half of the nineteenth century, British 
idise tiade showctl a persistent and steadiK' risinn' surplus of im- 
er exports. By the opening of the present centur\ British merchan- 
orts (e.xcluding re-exports of imported commodities) were pa\ ing 
than tw'o-thiids of retained imports. .Much of this import surplus 
et by e.xports of services-shipping, insurance, foreign bankinu', and 
lling of commodities on foreign account in British markets. A por- 
he imports, however, represented investment income. The depend- 
the British on imported food and raw materials, together w ith their 
to free trade long after most other nations had resorted to pro- 

qualified Britain peculiarly well to play the part of a large-scale in- 
lal creditor. ’ ^ 


at was said above concerning roundabout transfers of investment 
:o creditor countries applied particularly to the rcnirns on British 
nvestments. Their direct transfer from the debtor countries would 
'e been feasible if Britain’s requirements had coincided in nature 
itity with what these countries could suppK-. Aloreos er direct trins- 
d have been possible only if Britain’s trade account had shown heavy 
urpluses with just those particular countries where its investments 


act precisely the opposite rvas true. British import surpluses were 
in trade with the United States and with continental Europe re¬ 
ach in the 1910 s contained only some 13 per cent of Britain's lotal 
^^tments. By contrast. Britain’s largest e.vport surpluses went to 
ma, Ceylon, and other tropical countries, where nearly one-third 
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of its in\’estments were located; merchandise trade with the Dominions, 
M'here nearly half the total investments were located, was roughly bal¬ 
anced. Lack of geographical correspondence beuveen the sources of invest¬ 
ment income and the sources of imports was no inconvenience; and it was 
no inconvenience precisely because of the character of intercontinental 
trade which we examined above. 

The United States x\ as a heavy net importer from the tropical zones, 
and we may say that the American export surplus to Britain represented 
roundabout transfer, via the United States, of investment income on British 
assets located in the tropics. Similarly, continental Europe purchased more, 
both from the tropics and the Dominions, than it sold to them. In this man¬ 
ner the British import surplus in trade with European countries also repre¬ 
sented investment income—from the tropics and Dominions. This round¬ 
about transfer of British investment income benefited countries located along 
the “transfer routes”: by net exports to the open British market they could 
earn foreign exchange and use it to finance their purchases of food and 
raw materials in primaiy-producer regions overseas. 


THE UNITED STATES IN FOREIGN INVESTMENT 

In Chapter 28 we shall examine in detail the experience of the United 
States with respect to international investment. Here let us merely note 
that it was no exception to the rule that a nation, on becoming highly in¬ 
dustrialized, will seek foreign outlets for a portion of its savings. However, 
the entry of this country into the circle of capital exporters was delayed 
for two reasons. First, during the nineteenth century the United States had 
imported much foreign capital which had to be serviced and repaid; sec¬ 
ond, our continent-wide economy continued to offer vast opportunities for 
domestic investment even after this country had become the world’s largest 
industrial producer. Although the volume of American industrial output 
had overtaken England’s around 1880, it was not until this century that 
American foreign invc.stment, initially in the Caribbean region and Canada, 
became important. However, the heavy accumulation of indebtedness to 
European (and especially British) investors left the United States a debtor 

i.«crnari„n,l clapieni account for .so.uc ti.nc after it tad .tsclf beco^ 
an active exporter of capital. Yet shortly World War I transformed th.s 
country into a creditor nation on a formidable scale. 



The United States in the 
world economy: between wars 


LESSONS OF THE RECENT PAST 

From America s experience with foreign trade and investment between 
t e two World Wars we can learn much that is relevant to the problems 
posed by our participation in the world economy today. World War II 
has finally confirmed this country in a position of economic pre-eminence 
not even approached by any other nation. Chapter 29 is largely devoted to 
studying the implications of this fact. But even before 1939 the United 
btates had assumed a formidable stature in the world economy. The record 
0 Its international transactions between 1918 and 1939 brings out four main 
acts M Inch may be briefly stated before we explore them in detail. 

elauve self-mfpaetwy of the American economy. Throughout the 
mterwar petiod the United States accounted for a much greater share of 
torld pryuction and consumption than of world trade. It was far from 
being ful y self-sufficient, and its trade and investment transactionslrlr 

r„ V “ W "'»ke it a leading trading na- 

non^Yet, relatively speaking, external transactions were less important to 

the American economy as a whole than they were to most of theUountries 

P cent of w-hat we produce; imports play a correspondingly minor role 
LlriT™' closely dovetailed into the 

eiin, trmcacticmt. The volume of American for 

-d -estment fluctuated widely during the interwarper 

f r severe cyclical' 

^iTwhe that were characteristic of the 

• When a domestic boom collaosed. TTn.Vot^ c» 
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ports and capital exports tended to decline even more sharply than domestic 
production and employment. Not only did such sudden and heavy con¬ 
tractions of dollar expenditures abroad help to make depressions tvorld- 
tcidc by curtailing the incomes of foreign countries, but tiltimatcly they 
also made domestic depression tvorsc. In' impairing the foreigners' ability 
to buv .-Vnierican goods and make payments on their debts to Americans. 
'I'luis, .American export industries and investors suffered along with foieign- 
ers from the instabilitv of our external transactions. 

The export Slirphis. During the interwar period as a whole. United 
States foreign transactions tended persistently to claim more dollars from 
forcioners than the latter had aciuired by selling their goods and services 
to buvers in this cotintrv. I'bis tendency was particularly reflected in the 
export surplus which marked United States foreign trade m every year o 
the intcrxiar pcriotl, W’c have seen in Chapter 27 that a creditor cotintiv 
norniallv collects its income from foreign investments by accepting an im¬ 
port surplus, -I he United States, w hich became a net creditor on inter- 
liarional account as a result of World War I, did not make a parallel tiansi- 
tion to become a net importer of goods. The 1910’s saw persistent and laigc 
Ainerican export surpluses, narrowly balanced by concurrent exports 0 
capital aiul dollar expeiulitiires iiiuler other heads. 1 low ever, capital expo ts 
vimiallv cease,I with the onset of the CIreat Depression, which also licavilx 
c.irtailJ.I American imports. Throughout the i„o’s foreign 
compelled to a.ljiist their ilollar expen.litiires to their reduced dolla. te 
ceipls. They did this by placing import restrictions on Amelic.m got,., 
dcfaiilling ,m debts owed to Americans, ami other unhealthy device.. 

Urkol a fonni, eawomie policy. United States public policy failed 
liisly between the w ars .0 lulapt itself to the cotintry s changing 
posiiion in the w.irhl economv. Specilically, persistence 111 a high-taiiir pol- 
cv is now- generally adiiidged to have been incompatible with the iv^io . 
caiiis as a major international crclitor. Hy bl.wking imports of foteign 
noo,ls our high larilfs made it all the more dilhciilt for foreign 
0, eai’n the .hillars will, which to pav hit Amt’t'ff' "I’"''* .I!";', 

loans to promote "I”;"; "i;'';; I,c outbreak of World War 11 , 

creditor position as weic high , 1,^,. gpe pMcs. 

our external traiisactioiis ‘ ,|liit would have 

C::rr an., ;,fte,. divergent interests of the sev 



JNITED STATES IN WORLD PRODUCTION 

The setback which World W^ar II has inflicted on the economies of 
3e and Asia may tend to overemphasize at the present time the gi- 
: economic stature of the United States among the nations of the 
1 . However, even prewar figures for relatively “normal” years convey 
lire that is impressive enough. For instance, in 1929, at the peak of 
k^ar prosperity, the United States’ national income was as high as the 
ined incomes of Great Britain, Germany, France, Japan, Canada and 
en other foreign nations.^ 

he United States' lead in world manufacturing. America’s unrivaled 
)n both as producer and consumer of manufactured goods is force- 
brought out by Table 27. 


0 ~7 

® POPULATION AND PRODUCTION OF FINISHED MANUFAC¬ 
TURES IN VARIOUS COUNTRIES, 1926-1929 


Country or group 

Population 

Annual 

production 

United States 

120 million 

$31.5 billion 

United Kingdom 

46 

7.0 

Germany 

65 

8.6 

France 

41 

4.9 

U.S.S.R. 

149 

3.2 

Japan 

Four British 

62 

1.9 

Dominions 

25 

3.0 

China and India 

790 

1.3 

World 

1,960 

75.0 - 

* Supply equals production plus imports 

minus exports. 


Annual supply 
per capita * 

$254 

112 

111 

96 

22 

28 

.164 

3 

38 


le table shows that American output of finished factory products in 
s twenties accounted for roughly two-fifths of the world total Al- 
net American exports of such products amounted to a biUion dol- 
e average Amencan received more than twice the value of manu- 


■e UM Swa in the World Economy, United States Department 


of Com- 
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factured goods available to inhabitants of the leading industrial countries 
of Europe. 

If countries not separately listed in Table 27 were included, we would 
see that a per capita supply of $254 worth of goods for 120,000,000 Amer¬ 
icans contrasted in those years with an average of Si09 per capita for 509,- 
000,000 people living in twenty-one foreign countries Mdth developed econ¬ 
omies, while the remaining 1,331,000,000 people-or two-thirds of the 
world’s population-had to be content with a bare S? capita. We may 
observe parenthetically that these figures bear eloquent testimony to a 
grossly uneven distribution of the material benefits of industrialization 

among the peoples of the world. 

Table 28 indicates the stages by which the United States, over the past 
eighty years or so, gained world leadership in manufacturing. Until the 


Table 28 percentage distribution of world manufacturing 

PRODUCTION 


United 

Period Stoles Russio 


WESTERN EUROPE: 6 MAJOR COUNTRIES 
All 6 United 

countries Kingdom Germany France 


1870 

23.3 

3.7 

1913 

35.8 

5.5 

1926/29 

42.2 

4.3 

1936/38 

32.2 

18.5 


61.0 

(31.8) 

(13.2) 

(10.3) 

41.9 

(14.0) 

(15.7) 

(6.4) 

33.8 

(9.4) 

(11.6) 

(6.6) 

29.7 

(9.2) 

(10.7) 

(4.5) 


Figures in parenthesis ore included in total for six major countries. 
* European countries not separately listed account for a mo|or 
column, e.g., 10.3 per cent out of 14.8 per cent in 1926-29. 


Rest of 


Japan 

Canada 

world * 

_ 

1.0 

11.0 

1.2 

2.3 

13.3 

2.5 

2.4 

14.8 

3.5 

2.0 

14.1 


part of production in this 


late 1910’s American industrial expansion was steadily displacing es 
Europe from its nineteenth-century position as the workshop of the wo • 
In more recent prewar years, however, the rapid growth of Russian indus¬ 
tries has significantly affected the world pattern of manufactuimg pro 
tion, as may be seen from the last line of the table. 

The United State! a! a raw-mMerkls producer. It is enough to note 
briefly that American leadership in industrial production was matche y 
equally impressive contributions to world production of “'V 
terials and l.asic intermediate products, for example, m 1937. 
this country in world production was 49 per cent m the case of cot , 
r per cenTof coal, ,8 per cent of steel, 6 , per cent of crude oil. In fact, 
this^ country’s ability to feed its formidable industrial machine with an 
abundant flL of widely assorted raw materials produced at home goes fa. 
to account for its relative self-sufficiency. 
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THE SHARE OF THE UNITED STATES IN WORLD TRADE 

The gross share. Evidently the United States was the world’s largest 
producer of goods even before World War II increased its lead over other 
nations. But did it possess a corresponding share in world foreign trade? 
In the interwar period, it is true, the United States was the world’s biggest 
exporting nation, and no other country imported more raw materials. How¬ 
ever, the total value of American imports was consistently below Britain’s, 
a much smaller and less populous country. Again, in most interwar years 
the sum of British imports and exports was larger. Between them, the two 
countries shared fairly evenly about a quarter of all world trade, as illus¬ 
trated by the following figures for 1929, when the trade of both countries 
was running high: 

Percentage of 

World Imports World Exports 

United Stafes 12.2 15 9 

United Kingdom 15.2 10 8 


II • with a population only one-third as large as that of the 

United States, could run a dose race for first place in world trade. This 
&ct illustrates the United States’ pecuUar position in international trade. It 

IhilT "V'' “■''1 Of the export and import flow 

which this colossus dispatches and receives, that makes America a leading 

tradi^ nation, not the intensity of its participation in the world economy 

Unit'd ^ *at the 

than T T ® concerned with international trade 

LZ of foreign trade values per capita. Such com¬ 

parison gives a relative measure of how closely an economy is fined into 
the international division of labor. For instance in loas thJ it , 

T' afd an^dTSfp: 

capita imports in the same year were $1? for tt v j c ^ 

*0 United Kingdom and ,i: for CaL^d^N" Brtah n^'c’ 

mreme cases in this respect. For example, New ZearaZZth t "" 

^ZnfZ's. “ of gooTper 

«y. R^a: witfind:!::,ts^^ in^rs:'“'i “™- 

Uorted States, exported as linle as ,i worth of. goTds petZptaLd'im! 
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ported no more than this. Soviet economic policy sought autarky, or 
tual economic independence of the outside world. Xhis policy, indeed 
one of the reasons that living standards in Russia remain vastly inferioi 
those in the United States or in Western Europe. Clearly, however, fore 
trade has definitely played a smaller part in American economic life t 
it has in the case either of European nations which industrialized in 
nineteenth century or of advanced younger economies, like those of Car 
or New Zealand. 

Foreign trade and the national income. This impression is confin 
if we compare the foreign-trade values of the principal trading nations \ 
their national incomes. In Table 29 we find the United States at the bot 
of the list. 


Table 29 imports and exports as per cent of national 

INCOME, 1929 

Per cent of Nafiona/ income 



imports 

exports 

Netherlands 

48 

34 

Norway 

48 

34 

United Kingdom 

25 

17 

France 

24 

20 

Australia 

22 

21 

Canada 

21 

20 

Germany 

18 

18 

United States 

5 

6 


This comparison overstates somewhat the economic independent 
the United States, since personal services and other components, whic 
their very nature do not move in foreign trade, account for a higher : 
of national income in the United States than they do in other coun 
However, even if we limit ourselves to movable goods, we find that 
some 10 per cent of American output of such goods was exported, ’ 
imports accounted for roughly 7 per cent of American consumption. 

America’s large share of world trade and the relatively small sha 
our total economic activities devoted to world trade-these two c larac 
tics of the American economy add up to a conclusion of vast import 
The conclusion is that the impact on foreign markets of American trade 
to be greater than the effect upon the American economy, taken as a v 
of influences transmitted from abroad through foreign trade channe s. 
conclusion, as we shall see, is especially significant in the light of the 
enev of American foreign trade toward unstable behavior. 
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FOREIGN TRADE AND THE DOMESTIC ECONOMY 


To assert that the health of the American economy to a great extent 
depends on trade with the outside world, just after we have stressed its 
lelative independence and self-sufficiency, may seem paradoxical. This ap¬ 
parent inconsistency resolves itself easily enough. So far, we have com¬ 
pared aggregate quantities only, without taking into account important facts 
concealed within these totals. Foreign trade-and this goes for both exports 
and imports—is essential indeed to the successful functioning of our econ¬ 
omy in peace and war. Our observation, that “only” lo per cent of the 
nation’s output is exported, takes on a rather different meaning as soon as 
we add that in 1937 as many as 2,400,000 Americans made their livino- by 
producing industrial and agricultural goods for export, not countino- trans¬ 
port workers and others whose jobs depended indirectly on the^export 
trade. Several major industries are adjusted to disposing of substantial por¬ 
tions of their output in foreign markets. About one-third of American cot¬ 
ton and tobacco crops were exported before the war, and so was half the 
output of refined copper. Export percentages in several major manufactur- 
mg industries-such as farm machinery, automobiles, and office appliances- 
ranged from 15 to 20 per cent. 


Conversely, much domestic production would be impossible without 
imports of many raw materials that cannot profitably be produced on a 
sufficient scale in the United States or are not available at all. Tin, rubber. 


Tohls 30 SOME IMPORT COMMODITIES 


Prewar share of 
imports in U.S. 
consumption 

100% 

Industrial 

materials 

crude rubber 
raw silk 

carpet wool 
jute and burlap 
diamonds 
manila fiber 

Metals 
and ores 

tin 

nickel 

cobalt 

Foodstuffs 
and beverages 

coffee 

cocoa 

tea 

bananas 

spices 

75-99 

newsprint 
tung oil 
asbestos 

manganese 

chromite 


50-74 

furs 

flax seed 

tungsten 

bauxite 

raw sugar 
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coffee bananas and other essential material ingredients of the American 

_ _ . . / / 1 


\\ 


^v■ay of life have to be obtained from abroad. Even though “only” 7 per 
cent of our national consumption may be imported on the average, there 
are numerous commodities for which we depend largely, or wholly, upon 
foreign supplies. Some of these are listed in Table 30* 

THE STRUCTURE OF UNITED STATES IMPORTS 

Fredominance of raw materials. It will be noted that the commodities 
enumerated above, with few exceptions, come under the headings of raw 
materials or unprocessed foodstuffs. Commodities requiring further fabrica¬ 
tion by American industry before they reach the ultimate user or consumer 
-including crude foodstuffs-account for more than 70 per cent of the 

value of all imports. r ^ • u j 

World War 11 , if anything, has further reduced the share of finished 

manufactures in the import total. The factors which have shaped our im¬ 
port structure stand out clearly enough. The marltet for foreign mystnal 
products in the United States has been progressively restricted by the 
nrowth of highly diversified manufacturing industries avhich rfren she - 
tcrcd behind the tariff wall-arc able to supply virtually the full range of 
industrial goods required by Americans. Since American farming taltes caie 
of the dcLnd for staple foodstuffs, import demand is naturally focused 
mainly upon those materials which the American climate, soil, and subsoil 
do not yield at all, or else produce in insufficient quantity or at a cost whic i 

makes it profitable to turn to foreign source.s. 

Imfom md domestic hmivess activity. The high proportion of mis¬ 
trial raw materials, often of a luxury nature, in our imports has a great dca 
to do with the reputation for instability acquired by American foreign 
trade during the interwar period. We expect the import volume o an) 
country to mictuate with its domestic economic activity. But the amplitude 
of fliicniations in imports will depend greatly on the uses to which the m- 
ported goods are put. I'or example, the volume of British impores teiUs to 
be relattely stable because they consist so largely of foodstuffs and la ^ 
materials, like cotton and wool, going into nondurable consumers essenu, ^ 
People will continue to buy approximately constant 
c I rr nnrl ussential clothing even if reduced incomes compel them 

i«-.i —■ "■ S'. ;"r 

induce them to buy significantly greater quantities of ^ . 

trast a maior share of American import demand is derived not • 

tivelvV.xed consumers' requirements (e.g., for food), but from the rate 
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production in industries highly susceptible to fluctuations in general busi¬ 
ness activity. Rubber, the biggest single item on America’s intervvar import 
bill, provides an outstanding example. 

Hence, commodities which account for a major share of all American 
imports tend to be purchased in the quantities required by a given le\'el of 
industrial production at home. Low prices in world markets tvill not by 
themselves induce an expansion of American imports, nor will their volume 
be significantly restricted by high prices. 

Effects on foreign markets. American purchases of many raw materials, 
however, bulk so large in world markets that their volume helps to deter¬ 
mine world market prices. If, therefore, American imports of raw materials 
shrink in consequence of business recession in the United States, their con¬ 
traction will tend to depress world prices. For this reason the value of 
American imports will tend to contract more sharply than their volume. 
Once this has happened, low import prices alone will not stimulate a re¬ 
vival of raw-material imports, and their volume wdll not expand again until 
industrial recovery has started in the United States. American demand for 
imported foodstuffs is also sensitive to variations in the level of domestic 
lusiness activity, though to a much lesser extent than in the case of indus¬ 
trial raw materials. American farmers supply most of the staples of our diet 
and imported foodstuffs fall largely in the less essential categories. When 
consumers’ incomes are running high, greater quantities of bananas, coffee 
cocoa and similar items are imported than when depressed incomes enforce 
curtailment of expenditures on nonessentials. 

To sum up, Americans purchase abroad mainly primary products 
Wh«we purchase does not vary greatly when prices change; Lr^demard 

imoorfd"' inelastic. But the amount we 

mport does affect world prices because of the large size of our purchases 

activitv'’r- fluctuations of business 

The ■" 'he United States, to spread to the rest of the world 

pa4u tTA:,® ■" A"-'-" P-chases has been 

“sinl “ '"'“y he called, somewhat loosely 

reIativdy°feJ“™”“’” " '» 'he export oi 

nate in s„chT “mmodities. Many of our principal imports orim. 

- ..i 
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their output does not inereese in response to the stiimilus of low prices (and 
\merican demand, npically, does not), additional production depiesses 
prices further and adds to the "glut on the market.” In this fashion business 
fluctuations in tlie United States have contributed inatcrially to the einei- 
aence of so-called surplus problems in rvorld commodity markets; especiall) 

did this occur in the Great Depression of the thil ties. , , » ■ 

VuluaMy to foreign v,o„opolict. On the other 
position as a big import market for taw materials has also invited attempts 
by foreion producer to form national or international monopolistic com- 
bLtions tnth or without governmental backing, in an effort to compe 
United States importers to pay higher prices. At different m 'he Pas 
almost every major commodity on the American import list has b-en 
object of such attempts. Fortunately for the American consumer these 
Semes usually have been unsuccessful, mainly because production of mo t 
mamrials is noJ sufficiently concentrated to lend itself -'P » ", 

sive monopolistic control. The p,„d„cers, 

initially they succeeded in raising prices, found latei tha t P 
not bound by the agreement to restrict production oi expo.ts, teie enc 

:g“:::ay the^ugli pnee to increase 'i-' ^^r 

n"Ic"i Brhish cl!Ili'rrir.e%™dticeik with government «'PP“"’“P;""J 

::!:,::d:7tl','; ::::s rapidly .He urinsh were soon forced to abandon 

"" 'in'the loio's the hardship inflicted on primary-producer economies by 
the la 1 mad stagnation of' raw-mater,a, prices promoted a s^ng jv - 
ment to!:ard regulation. P,-oduction and espiu-t ^ j; 

agreements involving comprehensive schemes. 

::;r: rilir 

„f hmimess attivi y i f„,. 

"[mnma by thi^ country. Such a flow n.it only helps to keep, then 
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economies prosperous, but also increases their power to purchase American 
goods and their ability to pay American investors and creditors. 


CHANGES IN COMPOSITION AND DESTINATION OF EXPORTS 

In contrast to American imports, which have remained remarkably 
stable in commodity composition and geographical origin. United States 
exports have undergone important changes in recent decades. 

Decline of ci^ricultuval exports. The outstanding trend in American ex¬ 
ports—apparent even before World War I—has been the progressive dis¬ 
placement of farm products by manufactured goods. In 1922-24, farm prod¬ 
ucts still accounted for 47 per cent of all exports, but by 1937-39 share 
had fallen to 25 per cent. This decline reflected, in part, the steady deterio¬ 
ration of the competitive position of American farming relative to the in¬ 
dustrial sector of our economy. (The problems which this trend posed for 
American farmers were discussed in Chapter 16.) The constant expansion 
of manufacturing exerted an upward pressure on wages and other produc¬ 
tion costs in American agriculture, and tended in consequence to force the 
American farmer’s costs above those of farmers in foreign countries. 

Dunng the interwar period, therefore, an increasing share of the world 
market in staple farm products, such as wheat, meat, lard and cotton, passed 
to Canada, Australia, Argentina, Brazil and other countries. United States 
tariff policy, by raising the price of industrial products to the farmer and 
by making it harder for the foreigner to acquire dollars, has added to diffi¬ 
culties facing American farmers in competing with low-cost producers 
abroad. At least equally important, however, was the wave of agricultural 

food-importing countries of Europe after 
World War I. These countries restricted food imports under political pres¬ 
sure from their own agricultural interests or as a reaction to their experi¬ 
ences with blockades and shipping shortages during the war. Technoloc 
ical changes, notably the substitution of rayon for cotton, helped to 
tract foreign demand for our farm products. 

Subndhed farm exports. The various measures by which the New Deal 

he Hir,““"T (‘'“‘bribed in Chapter .6) added to 

he difficulties of marketing American farm products abroad. We have seen 

thayhe production costs of American farming, gradually rising in relation 

impaired its ability JcompL in worW 
markets. One of the mam ob|ectives of the farm programs of the 10,0’s 
es to raise the domestic prices of farm products. Farm “price support” 


>g- 


con- 
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meant the establishment of an artificial price level; consequently, the do¬ 
mestic market could not absorb all of American farm production. The total 
productive capacity of American agriculture was still adjusted to selling 

larf^e portions of manv crops abroad. 

° Now, A\ith “price floors'’ guaranteed to the farmer (and with crop 

restriction schemes largelv inefTe\uive), American farming inevitably began 
to produce so-called surpluses-that is, portions of its output which the 
domestic market would not buy at the artificial prices, and which Lnited 
States government agencies had to acquire in order to make price support 
effective. Naturallv,^farmers found it more profitable to sell at high pnees 
to the government than to sell for export at lov' world market prices. Not 
only was the carrx-ing of these surpluses expensive to the government, but 
also their presence was a constant source of anxiety to farmers and then- 
political representatives, who came to regard them as a threat to the s> stem 
of guaranteed prices. The temptation was great to “dump” them abroad 
that is, to export “surplus commodities” at prices below what the Ameiican 
consumer had to pay for the same products, the government or taxpayei 
making up the losses of the exporters. Precisely this course was, in fact, 
adopted. Various export subsidy schemes went into effect, notably for cot- 
ton^and wheat. The scale of .subsidized farm exports would have been even 
greater but for the several drought years of the 

size of the so-called surpluses. This resort to export subsidies did not sit we 
whh the vigorous campaign against foreigners’ dumping practices, a ca - 
: oclit .n.l with An.;-ic.„s since cl.c cnrly days of the ecpul.l.c, Wn 

S It rcllcctcd an alar.ning tendency to keep in I,eng an overexpanded 
:!m-odnctive capa^ltv, and to sinft part of t„c atten an, cost front 
L American nonfarm consumer and taxpayer onto the foie,^ . 

FARM POLICIES AND FOREIGN TRADE 

A^riculmral protcctiovism. New Deal farm policies also 
1 • f American farmers for protection from foreign competition. Im 

;::;^:h:ics on foi-dgn farm products had 

tariff acts, init most of them wcic in the na uic | ^ 

farmer, intended to sweeten "^"epdons import 

tected products of manufacturing m us ly. Pu-mer. The pic- 

farm prices above that of the world market. 
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The cost of carrying’ domestic “siirj)luscs'’ w as high enough \^ ithout 
*overnment’s having to hu\' foreign proiliiets iri ou’tler to keep rheiii oli 
lomc market; oI)vioiisl\’, oHering them at prices lielow support level 
d have unelermined the whole s\srem ot jvriee support. At rliis point 
nport duties ori farm products (whicli had keen I’aised uniler the I ariti 
)f 1930) proved useful, as long as the rates of eiuty exceeded the dilfcr- 
betxveen the deliv'ereti cost of foreign larin jvrodticts and the price 
mteed to home producers. When thew did not—,is happened in several 
wheie the slump in wtjrld market prices after 19^0 havl keen particti- 
severc—additional jtrotective dev ices were improviseLi. Some of them— 
mport quotas limiting the ejuantitv ol a given product to he imported 
a period—again w ere hard to reconcile w ith travlitional American com- 
al policy, w liich condemned ijiiantitiitive controls over imports. AImic- 
traditional policy had recently keen reaffirmed in the Trade Agree- 
i Act of 1934. 

Idvavce of uhiustr'ml exports. A w ide variety (jf manufaettired goods 
steadily displacing farm e.xports throughout the interwar \ eai's. .Among 
capital equipment and durakle consumers' goods came to occupv an 
ally prominent place; together they amounted in 193' to nearlv one- 
of all United States c.xports. The foreign demand for such gooels, in 
1st to that for foodstuffs, is highly susceptikle to cvclical fluctuations, 
acreasing share of manufactured goods in United States exports means 
iveral major domestic industries have joined that mutuality of interest 
maintenance of high levels of income abroad and at home which w e 
loted earlier with respect to United States raw-material imports. In 
il, Americans and foreigners clearly have a mutual interest in the 
mance of high and stable Icv^els of income in their respective countries 
'eographical distrilnitiov of exports. The geographical reorientation 
lencan export trade which occurred during the intenv ar period w as 
^ related to the decline of farm exports. Europe, the main market for 

three-fifths of all American expons just 
.World War I. By 1937-39 its share had declined to 42 per cent due 
^ to the contraction of European purchases of American foodstuffs 
itton. By contrast, the European share in United States exports of 
□ manufactured goods xvas well maintained. 


BALANCE OF INTERNATIONAL PAYMENTS 

be export ^rp,us. In every single year benveen the wars the United 
>pent less for rntported merchandise than it received from foreimrem 
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in payment for American exports; every year it had an export surp^^^ 
maffnitude of the export surplus fluctuated widely. Just after World \ 
I, in conditions very similar to those which prevail today, the value of 
ports was roughly double that of imports, while in some years during 
Great Depression exports barely exceeded imports. During the entire pe 
from 1919 to 1939 the United States sold $19,000,000,000 more merchar 
abroad than it bought abroad. How was it possible for foreigr.ers . 
sistently to spend so many more dollars on American goods than they ^ 
earning by selling goods in the United States? 


Table 31 united states balance of payments on current 

ACCOUNT IN SELECTED YEARS 


A. Merchandise trade 
Exports 
Imports 

Balance of trade 


(in millions of dollars) 


7924 

7928 

7932 

7936 

4,591 

5,128 

1,611 

2,456 

3,610 

4,091 

1,323 

2,423 

+ 981 

+ 1,037 

+ 288 

+ 33 


B. Other current transactions 


resulting in net payments 

1. Shipping and freight 

2. Travel expenditures 

3. Personal remittances 

- 46 

— 226 

— 268 

- 88 
-327 
-288 

— 84 

— 194 

— 182 

— 89 

— 180 

— 148 

4. Institutional contribu¬ 
tions 

— 71 

- 58 

- 35 

- 28 

C. Net receipts from dividend 
and interest transfers 

+ 462 

+ 647 

+ 325 

+ 298 

D. Balances of miscellaneous 





current transactions 





1. Government 
expenditures 

2. Silver movements 

3. Miscellaneous^ 

+ 125 
+ 36 
- 18 

+ 145 
+ ,19 
— 60 

+ 28 
- 6 
+ 19 

— 64 
-114 
+ 74 

Balance of other cur¬ 
rent transactions 

- 6 

— 10 

-129 

-251 

Balance of all current 
transactions 

+ 975 

+ 1,027 

+ 159 

-218 


+ on of A0..H..0 r.o,ipl. from fo.ois-.r. o.or poy.oof. 

_ an excess of payments over receipts 
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‘^‘‘Invisible'' current transactions. In part the answer is furnished by the 
existence of current transactions, other than merchandise imports, as a result 
of which Americans make payments to foreigners. During the interwar 
period, Americans regularly purchased services from foreigners, and sent 
remittances abroad for other reasons also. Because they are not always easily 
measured and yet supply foreigners wdth dollars, such transactions often 
are called invisible imports.” Among these, wt may distinguish four main 
groups: net payments for foreign shipping services, expenditures by Amer¬ 
ican travelers abroad, immigrants’ remittances to their home countries, and 
foreign expenditures by American charitable, missionary, educational, and 
other institutions. Table 31 shows that these together vmuld have gone far 
towards paying for the American export surplus, had they not been largely 
offset by dividend and interest transfers to the United States by foreign 
debtors, an item on which (as explained in Chapter 27) foreigners had to 
spend dollais over and above those used to pay for American merchandise. 
Finally, Table 31 includes some current items which at different times con¬ 
stituted either a net addition to, or a drain on, foreigners’ dollar resources. 
Except in the years 1935-37, current transactions other than imports did not 
furnish enough dollars to foreigners to pay for the American export surplus. 


CAPITAL TRANSACTIONS AND GOLD MOVEMENTS 

Thus, American imports and other current transactions did not, except 
1935-37. provide foreigners wdth enough dollars to pay .fully for the goods 
and services they purchased from the United States. Evidently the story 
disclosed in Table 31 is not yet complete, for we have still to take account 
of capital movements and of imports and exports of gold. 

Capital transactions in the taventies. During the 1920’s the United 
States lent, or otherwise invested, large sums abroad. This capital outflow 
was made up of three kinds of long-term investment, (i) Foreign lending, 

it"- American investors of foreign bonds issued in the 

United States. Predominantly, these loans were subscribed by private in¬ 
vestors, even though the borrowers often wkrc foreign governments. (2) 

purchase of control in foreign corporations 
tl^ough the acquisition of foreign subsidiaries by American corporations’ 
or^ough organization of American corporations for operation abroad (,) 
Por^oho investment, or the purchase by Americans of bonds or shares is 
-d abroad. Such purchases differ fron, direcr invest^nr in rhar they 2 
Ot generally involve American control of any foreign firms. ^ 
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In addition to the above forms of long-tet'm investment, in some ye£ 
substantial amount of short-term capital left the United States through 
acquisition by Americans of bank balances in foreign financial center 
the surrender by foreigners of bank balances in the United States. Ei 
type of transaction enables exports to be paid for, and at the same 
increases net indebtedness by foreigners to Americans. Yet most of 
dollar deficit incurred by foreigners in current transactions with the Ur 
States during the 1920’s was balanced by American long-term investmei 
Table 32 tells the story. The first line of the table repeats the bal 
of current transactions from Table 31. We see how, in succeeding en 


Toblo 32 UNITED STATES CAPITAL TRANSACTIONS AND GOLD 
MOVEMENTS IN SELECTED YEARS * 


A. Balance on current trans¬ 
actions (Table 31) 

B. Capital transactions 

1. Net outflow (^) or 
inflow ( + ) of long¬ 
term capital 

2. Net outflow ( — ) or 
inflow ( + ) of shprt- 
term capital 

C. Balance on all capital 
transactions 

I 

D Balance on current and 
capital transactions 

E. Net outflow ( + ) or 
inflow ( —) of gold 


(in millions of dollars) 

J924 1928 

1932 

1936 

+ 975 

+ 1,027 

+ 159 

— 218 - 

— 700 

— 847 

+ 225 

+ 777 • 

— 59 

— 452 

— 373 

+ 588 + 


_i.759 —1,299 —148 + 1,365 + 

+ 216 —272 + 11 +1,147 + 

-216 +272 — 11 —1,147 - 

« •«„ currencies or o decreas^ in fhe command of foreigners over dollars. Each d 

r: o™. •►. • 

of Americans over foreign currencies. 

each year, movements of capital and of gold liquidated the bdance c 
m L preceding table. In .9Z4, capital exports fell short of the crec 
ance on ctirent account, and gold was imported. By shipping gol 
- foreigners could obtain the doUars they needed to finance the excess 
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expenditures in the United States over their total dollar earnings and bor¬ 
rowings. 

By contrast, in 1928 capital exports exceeded the United Stares credit 
balance on current account. This meant that foreigners had received more 
dollars than they needed to discharge all their obligations in the United 
States, and consequently we had to send them gold to meet the dilTerence. 

The balance of payments in the thirties. I'he most cursor\' nhmce at 
Table 32 shows that after 1930 the situation changed markedl\-. The oiitdou 
of long-term capital had been reversed, and the movement w as now tow ard 
the United States. Americans had ceased to lend abroad and had e\ en bemin 
to liquidate theii foreign holdings, while Luropeans began to send funds to 
this country for long-term investment. In 1936 and 1939 the flight of capital 
from Europe is reflected in an import of short-term as well as lon<4-rerm 
capital. During the 1930’s American foreign lending no lon[>er furnished 
foreigners with dollars; instead, the rush of foreign funds to" the securitv 
and relative prosperity of the United Stares led to an enhanced demand 
for dollars. The answer was-as seen in Table 32-a flow of gold to the 
United States on an unprecedented scale. Net imports of gold"durincT the 
six years 1934 to 1939 amounted to $10,000,000,000. This doubled the stock 

of gold in the United States and lifted it to around 70 per cent of the world 
total. 


Changes in United States international investment position. It is useful 
at this point to review the changes which occurred during the interwar 
period in the United States’ position as an international creditor, ^^’orld 
War I had speeded the final transition from debtor to creditor status Euro¬ 
pean belligerents had liquidated many of their dollar assets to finance ^var 
purchases. For the same purpose they borrowed heavily in the United States 
in the private capital market at first, and from the United States government 
a ter merica had entered the war. This intergovernmental war debt alone 
amounted to some $10,000,000,000. Since most of this debt was never re¬ 
paid and for the most part has now been officially written off, we may neg- 
eetthe nominal addition which it made to the total American creditor post 
ion after World War I, and confine ourselves to the other components. In 
9 T Americas net indebtedness to foreign countries had stood at $3 700- 
000000. By 1919, as will be seen in Table 33, this debt had been tmns- 
formed into a net credit of the same amount. 

American net long-term investment abroad reached a high mark in 
qmdauon of foreign short-term claims in the intervening years had re 
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Table 33 international investment position of the unit 

STATES AT END OF YEARS 1919-1939 (EXCLUDING W 
DEBTS) 

(in billions of dollars) 


United States investments abroad 
Long-term 
Short-term 

Total 

Foreign investments in United States 
Long-term 
Short-term 

Total 

Net creditor (+) or debtor (—) 
position of United States 
Long-term account 
Short-term account 

On long and short¬ 
term account 


1919 

1930 

6.5 

15.2 

.5 

2.0 

7.0 

17.2 

2.5 

5.7 

.8 

2.7 

3.3 

8.4 

+ 4.0 

+ 9.5 

- .3 

- .7 

+ 3.7 

+ 8.8 


1933 

1939 

13.8 

10.8 

1.1 

.6 

14.9 

11.4 

4.9 

6.3 

.5 

3.3 

5.4 

9.6 

+ 8.9 

+ 4.5 

+ .6 

-2.7 

+ 9.5 

+ 1.8 


cluccd them below the sum of American liquid assets abroad. From then 
however, we observe a heavy decline in the United States creditor posit 
brought about by the movements described in the preceding discuss 
Long-term as,scts abroad were more than halved, and a substantial net 
debtedness was restored on short-term account. At the outbreak o 
War II, the net amount owed to the United States by foreign countries, 
eluding intergovernmental war debts, was less than halt what it had I 

in 1919. 


AMERICAN EXPERIENCE WITH FOREIGN INVESTMENT 

Something should be said as to the significance of America's ex^rr 
as a net lender and net creditor, a position she attained on y a tei 
of World War 1 . The experience was not entirely a happy '"’'y 

States or for o'ther countries. With the onset of wort -«d< 
nression in lojo, many dcbtors-espccially among those in G"™"/ 
riic 1 atin American countries-dcfaultcd on their obligations. At ^ 
il 'foreigners found that even the financially strongest among them 



HE UNITED STATES IN THE WORLD ECONOMY: BETWEEN WARS 691 


longer raise any fresh money; for the open-handed and perhaps over- 
nerous American lending of the twenties had given place to an unwilling- 
ss to make further commitments of any kind. 

This experience has led to much questioning as to the future of Amer- 
n foreign investment. Obviously American foreign investment during the 
enties made payment for the favorable balance on current transactions a 
atively easy matter to foreign countries. Obviously, also, the absence of 
•eign investment after 1930 led to difficulties, not the least being rlie ac- 
uulation of far more monetary gold than we could e\ cr use. "Will the 
lited States have an export surplus and a favorable balance of pa\ inenrs 
current account in the future, as it has had in the recent past? If so, w ill 
)e accompanied by foreign investment? Otherwise, how' is such a fa\ or- 
e balance to be liquidated? 

Dissatisfaction among Americans with their foreign investment experi- 
:e during the twenties has centered largely upon the thought that manv 
the loans were put to “unproductive” uses by the borrowers. Because of 
need to make interest payments, and eventually to repay the debt, the 
ical question is the ability of the borrowing nation to sell its exports o\ er- 
:. The most “productive” use for borrowed funds would therefore surelv 
the improvement of the debtor’s capacity to export. Yet this yardstick 
.n is difficult to apply, for it is hard to say whether or not transportation 
irovements, power developments, and the like, do contribute in this di- 
:ion. We may be rather sure, however, that unwise use of borrowed 
ds by debtors was a minor cause of default compared with the general 
apse of world trade which followed 1930; nor was default as^wide- 
:ad as is sometimes claimed. 

^Undoubtedly money was lent to municipal and provincial governments, 
Germany and elsewhere, which looked upon American loans as a wel- 
le source for supplementing inadequate tax revenues, or which used 
n to finance public works that could in no way contribute to the export- 
capacity of the country. In fact, it is hard to apportion the blame fairly 
reen reckless spending and reckless lending. The attitude of some Amer- 
mvestment houses which engaged in floating foreign bond issues in 

1920’s was described in a report of the Department of Commerce in the 
>wing terms: 


salesmanship methods hy which issues were solicited 
d our loans proved to be their own undoing. The flotation of one loan 
lendy came to be regarded as adequate justification for further issues to the 
borrower or the same country without adequate regard to the growing 
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burden of indebtedness. In some instances, notably in loans to Germany, new 
lending was vigorously prosecuted long after warnings from high places were 

sounded.’- 


LACK OF A FOREIGN ECONOMIC POLICY 

hnpHcaions of creditor statm. America's unsatisfactor,- experience with 
foreign lending reflects the strikingly haphazard character of the external 
transactions in which Americans were engaged. The very concept of e- 
liberate policy toward foreign economic affairs, now so familiar, scale ) 
antedates World War 11 . Public interference with external dealings 
mained almost wholly confined to the traditional ^ “f 

Prior to World War 1 , America's debtor status lent a semblance ° ff® 

■on to protectionism, since a policy which restricted imports ? 

maintain an export surplus. After America's transition to a c.editoi status 
howeTer, protectionism came more and more into conflict with our external 

financial^posinonn ^.cesmily import more than it exports; 

and profits to us by tor g ^.^3. 

Si'-w. I. »...a — 

a creditor country must steadily step “P , ^ niaintained 

0,early this ret,uires a snowball lurry is to ac 

indefinitely. The soundei '""8 ™’ P „ investments increase, 

cept larger imports of goods an sci . L,l,.tariff policy of the 

rerristcnce in high miffs. The truth is H' ‘ J P,, fail- 

United States conflicted with its new .status as a cm X ^ 

tire of commercial policy to take “‘-p”'’ “ of ,„o. This 

position was most strikingly firiuigit ‘ imposed at a time 

Lriff-descrilicd as the highest in J, the onset of 

I'ltt Dc^Slnd'afelll’- bovestment had set in, 

1 The United Smet it, the World Econo,,,,. P- 4- 
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bnfronted with even higher American duties, dehtcjr countries found it 
I the more difficult to earn enough dollars to satisfy American creditors, 
'hus, a measure of American ptdicy, in effect, pnjmotcd default al>rf):id, 
id added to the losses of investors in the United States. I-oreion coun- 
ies, not unjustly, interpreted the 1930 tariff as a singular manifestation 
: America’s failure to live up to the obligations implicit in creditor status- 
tacit confession by Americans that they cared more for their tariff than 
tr what was owed them by foreigners. Worst of all, perhaps, it ser\ ed as a 
^nal for the raising of tariffs and other trade barriers in many parts of the 
orld. 

Reciprocal trade agreements program. The Trade Agreements Act of 
134 opened a new phase in United States commercial policy, more appro- 
late to its role in the modern world economy. This act enipow cred the 
•esident to lower existing import duties as much as 50 per cent in rccipro- 
1 trade agreements negotiated with foreign countries, i.e., in return for 
tiff concessions or other benefits to American exports. By the outbreak of 
ir, such agreements had, in fact, made some breaches in the tariff ^\all, 
It no thorough-going departure had yet been made from the traditional 
otectionist position. 

Neio inconsistencies. But, even while the trade agreements proerram 
IS getting under way, fresh inconsistencies appeared in the nation's for- 

policies. We have noted the effects of New Deal farm policies in check- 

agricultural exports, and the attempt to revive farm exports by subsi- 
dng them. These subsidies were authorized in the very year of the Trade 
jreements Act, and were adopted at a time when the United States cro\-- 
iment was strenuously objecting to the subsidy by foreign governm'ents 
their exports. Export promotion also provided the motive for the govern- 
:nts return to the field of foreign lending, which since the early 19’0’s 
had left entirely to private capital. The Export-Import Bank, created in 
J4 and provided with funds by Congressional appropriation, was noini- 
y intended to assist foreign uade both ways, as its name suggests -ke¬ 
lly its early loans were used to assist in the dumping of cotton and other 
^rplus commodities” abroad. 


These conflicts of policy have been eloquently criticized by the De- 
tment of Commerce study from which we have already quoted What 

T P^dicated 

a manifest impossibility”: that of maintaining “a large volume of 

Jar receipts against a small volume of dollar payments.” ‘ 

* The United States in the World Economy, p. ,4. 



CHAPTER TWENTY-NINE 


The United States in the world 
economy: postwar 


In 1939 international commerce had not yet recovered from the ravages 
of the Great Depression. As world prices fell during 1929-31, debtor na¬ 
tions found their exports dwindling and their gold and foreign exchange re¬ 
sources subjected to an unprecedented drain. As a result several debtor coun¬ 
tries abandoned convertibility of their currencies into gold. Britain, the hub 
of the world’s monetary system, suffered so large a drain of its gold supply 
that it was soon compelled to follow suit. As the pound sterling depreciated, 
Britain hoped to overcome the damaging effects of its high costs of produc- ^ 
tion on its exports, but any initial advantages it gained were soon wiped out 
when other nations joined the parade. When the United States devalued the 
dollar in 1933, a race for competitive devaluation had really begun. 

These developments also affected commercial policy all over the world. 
After the United States had raised its tariffs to an all-time high by the 
Smoot-Hawley Act, Britain in 1932 broke with a long-standing free-trade 
tradition and enacted a protective tariff. Still more serious, perhaps, was thp 
growth of discrimination in international trade. This restrictive trend range 
all the way from mild tariff preferences exchanged between British Empire 
countries, to attempts by Germany through bilateral agreements to monopo¬ 
lize the trade of the Balkans. The same paralysis was reflected in the ex¬ 
tensive institution of exchange controls to harass the traveler and the mer- 
chant. For the first time in peacetime history many countries banne 


emoval of funds beyond their own borders. 

By such measures the nations of the world had reduced t e ra 
yrstem of multitaeral, competidve trading to a mere „ 

elf. Even more to be deplored was the breakdown m mtemaaonal 
nd public spirit. Unemployment was an acute problem everywhere. It ^ 
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came fashionable to think of measures to restrict imports or promote exports 
as means for protecting employment at home or for “exporting” unem¬ 
ployment elsewhere. Not only were these selfish policies; as soon as they 
were adopted by the majority of nations they ceased to benefit any natif)n. 
But they made depression more widespread and more lasting. And in 1939 
much trade which still flowed between nations i\'as of the hothouse variet\’, 
nurtured in artificial channels and sanctified by trade treaties that sometimes 
savored of blackmail. 


PLANNING FOR THE POSTWAR WORLD 

World War II cut off a major part of the normal economic intercourse 
among nations. It shelved, though it did not solve, the problems which had 
beset the prewar world economy. It also made certain the advent of neu- 
and formidable difficulties in its wake. Hence, the task of plannin^r ahead 
for a sounder economic system in the postwar world had to be ni ofold. It 
was necessary, first, to prevent re-emergence of the old unsolved problems, 
and second, to deal with those created by the war itself. A start M as made 
when peace was still faa out of sight. As early as ,94,, the governments of 
Ae United States, Britain, and other countries, supported by public opin¬ 
ion throughout the free world, set about designing a blueprint which miuht 
make easier the difficult transition from xvar to peace. 

Planning in the midst of war xvas naturally handicapped by many un¬ 
certainties. Neither the future course of internLonal politics, nor the pre 
c^e nature and magnitude of the economic problems ahead, could be reliably 
rseen. Asumptions and rough estimates had to take the place of certain 
prediction. Some estimates were later found to be wide of the mark and 
some assumptions turned out not to be valid, including the most impo’rtant 
ne that genuine peace and harmony would exist in the postwar world 
However, we must give credit to the planners for the fact that the • • • 1’ 

to peaceful ecT:m;c Z:er 

had mostly worked against each other finally had 1 T u * 

«o nation can permanently enrich itseif at JexpenseTAtsteiohZ 
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THE PATTERN OF LEND-LEASE 


Article Seven. The postwar design t\ as first laid down in the dark days 
of Febi-iiary 1942, when the United States and Britain signed the Master 
Lend-Lease Agreement. This document set the pattern for similar agree¬ 
ments later concluded with other recipients of lend-lease. Lend-lease aid, in 
its own right, deserves emphatic mention as a far-sighted measure tvhich 
did far more than give assistance to wartime allies. By furnishing allied 
countries with more than fifty billion dollars’ tvorth of supplies and sendees, 
lend-lease saved the postwar world from a truly crushing burden of political 
debt. The debt left by World War I had proved a heavy enough mortgage 
on the interwar world economy; the new debt would have been five times 

as large. . • r a 

More important, insertion in the Master Agreement of its famous r- 

ticle VII vastly enhanced the contribution which lend-lease made to win¬ 
ning the peace. This article, in effect, pledged the signatories to a compre¬ 
hensive postwar program of mutually co-ordinated economic policies t 
committed the United States, and all recipients of lend-lease who subscribed 

to it, to take: 


aerced action . . . open to pattlcipation by all countries of like mind, di¬ 
rected to the expansion, by appropriate international and do,nest,c “ 

production, eniployment and the exchange and consun.ptron of p,ods, winch are 
the material foundations of the liberty and welfare of all pcop es; to the ebnn- 
nation of all fonns of discriminatory treannent in intcrnanonal connncrce, and 
to the reduction of tariffs and other trade barriers. . . . 

In particular, Article VII clcaily acknowledged the mtermtioml implica¬ 
tions of policy objectives, such as expansion of prodnetum and einp oy- 
ment, which hitherto had usually been regarded as purely 'domestic m 

on expmsian. Article VII proclaimed a “philosophy of expan¬ 
sion” Irply in Litrast to the restrictive spirit which marked the nation 
policies of the .930V The new approach .-ecognized the yj;" ' 

relationship which exists hetween domestic prosperity in any J 

and a large volume of international trade. Both depend upon, as wel s p 
mote, each other. It was thought that thriving world trade shodd h 
Iv <1 nissivc l)V-procluct of all-round national pmspcrity, but on 
'^ LL ^pports. Active international exchange 

to keen their labor and other resources efficiently as well as ft y ? Y 
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Thus, reliance on world trade promises higher levels of real income than 
full-employment policies which are tied to self-siifHciencw 

If the ambitious aims of this expansionist approach w ere to lie realized, 
concerted action had to he taken in three main direcrions. First, menihcr 
nations in the new international svstem were expecred to take domestic 
action to maintain high levels of production and eniplo\ nienr. Second, iheir 
respective national policies had to he compleinentaiw rather ihan wunperi- 
tive. Member nations had to forswear tlie old “beggar-nw-neiohbor ' men¬ 
tality and shape their domestic and external policies so ‘as not to detract 
from, but if po.ssible to add to, the prosperity of other nations. 1 bird, action 
was necessary to prevent monctaiw elithculties from dnv in- members into 
policies destructive of prosperity-as occurred during the iu^.\. Halance- 
0 -payments deficits, if they arose, would have to be correcieel in -expan¬ 
sionist fashion, i.e., without detriment to production and emploMiient at 
home or abroad. Thus, the broad principles of Article X II were elaborated 
to specific working arrangements for the postw ar world economy. 

IMPLICATIONS OF LEND-LEASE FOR AMERICAN POLICY 

Anglo-American^ covmnWn>ms. In calling for “elimination of all forms 

JCle VII enunciated general principles for all nations. .\t the same time 

ina me United States, nvo countries which between them hel.) rkn i- ^ . 
successful reconstruction of the eeorld econo,t,v. But c i r 1, " 

e to govern the new' world economv. Britain In i . i li- 

, y Its high (if nondiscnminatonO tariff had severeK- r ■ i • 
•mational competition in the world’s bijraest market m f T ' 

~ foreign discrimination against 

The United States’ stand on nondiscrimination A„.e ■ 
alley has been traditionally opposed to “all form ' . ' -"™-eiaI 

lent.” Moreover to reaffirm rhi^ • • i discriminator\' treat- 

-Atnericancon"ep -:n™the „e'’r:^^^^^^^^ '™ 

system, in which the traders f ^^ot^omy as an open” vialti- 

>vernments from buying in the cheapesrard'‘''ir Prevented bs- 

arket. Not to discriminate against Lv fore' 

M treatment to aU in matter! of forefgn trad^ 0!'“" 

gn Or, as one definition has 
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it, the principle of nondiscrimination admits only one kind of discrimina¬ 
tion: that which the market applies against the high-cost producer. 

An international system built on this principle would rely on interna¬ 
tional competition as the main force to insure efficient utilization of each 
nation's resources. Hence, potentially at least, it would enable the world 
as a whole to maximize its real income and living standards. Discrimination 
amoniT foreign nations has in the past been the worst enemy of such com¬ 
petitive allocation of world resources toward greatest efficiency. It pro¬ 
moted “closed" systems-schemes of national self-sufficiency or regional 
trading blocs. It encouraged pairs of countries which had exchanged ex¬ 
clusive favors to cultivate biluteml trade relations. Thus, discrimination 
often led to production with little regard to costs. Also, it led to domina¬ 
tion of small nations by large. 

Such was the American case for nondiscrimination, a brief we urged 
other nations to endorse. The doctrine proved a controversial one, iminly 
l,cc!iusc many foreigners felt tliat the hypotlicneal benefits of an open 
eonipctitive yvsten, conid l,e bongbt, if at all, only at the expense of eco- 


nomic stability. tt • j c 

-riie principle, lioxvever, xias not defended by the United States on 

gronnds of general doctrine alone. Our past experience, and prospective po¬ 
sition in the uorld economy, added strong special motives for upholding it 
As a net creditor and net exporter combined, the United States had been a 
favored and vulnerable target of foreign discrimination. Some 
tried to combat their “dollar shortages” by liiint.ng imports " 

States and favoring other sources of supply. Also, the spread of state ttad 
” 1 e modert world made it imperative for the United tares govern- 
mait spealiing for a society which favors private enterprise, to p.oteet tte 
interests of Americans wlien dealing with the ccntrali/.ed buying and sel- 
inn anencies of foreign governments. In general, intcrnatioiial policies which 
:^::,fl irsL ve con^,ett.world marhets are logical aditincts of Amer¬ 

ican preference for competitive business at home. 


THE INTERNATIONAl TRADE ORGANIZATION 

,■ .lihrlTO Ihc biternational Trade Orgalii/ation deserves 

nrst::::::ai:::teralagenci.. 

::ir7T:’i;7ginated h, draft 

^ .rxTri bill- t was nor until Alaich 24, 194^', 

States government in i944i 



THE UNITED STATES IN THE WORLD ECONOMY: POSTWAR 699 

that fifty-three nations put their signatures to the I'inal Act of the L'm'icJ 
Nations Conference on Trade and I'.niplo\ nienr, w liich enilj(Hlied tlic (.luir- 
ter of the International Trade Organization. 

This foui-year interval is itself an iiulicarion of the n!an\’ dillerences oi 
opinion which had to be resolved before an agreenient ncccpral>le to such 
a wide ciicle of nations could be written. It is important to note that the^e 
differences arose among nations witli basicall\- similar political (Hitlooks, 
The Soviet Union stayed aw ay from the 1 I O tliscussions, and of its satel¬ 
lites only Czechoslovakia signed the charter.' ITO serves a twin jturpose: 
its charter codifies detailed rules of commercial policy to be observ ed by 
all members, and at the same time it provides a lorum at w hich naticjiis can 
meet to co-ordinate their policies aimed at the maintenance of hi'jh lev els 

of production and employment, and the development of economicallv back¬ 
ward countries. 

Production, eniployvicnt, and dcvclofmient. Ikich member of ITO un¬ 
dertakes to “take action designed to achieve and maintain full and pro- 
ducrive employment and large and steadily growing demand w ithin its ow n 
terntoiy through measures appropriate to its political, economic and social 
institutions.” These policies must be consistent w ith the other provisions of 
the charter, and in particular they must not be of a kind w hich wmuld 

export unemployment” abroad or bring other nations into balance-of- 
payments difficulties. 

This commitment is consistent with the objectives of the United Stares 
Employment Act of 1946 (discussed in Chapter 51), and « itl, emparihie 
egislanon adopted by many foreign countries. Should the econo,,,, of one 
nember country sluntp from full cnployment into depression, it „ ,ll be 
eqmred to take steps to counteract the attendant decline of its imports since 
.therw.se ,ts depression might spread to other nations. These mulert.kinos 
oncern pnmanly, mdustnalized countries. They do not fully ,„eet the 
•eeds of natrons in a less advanced stage of economic development still 
only dependent on primary production for export. There depression is 
dy to take the form of agricultural production'at unremun’erZ :; 
loreover, such countries are at least as n,uch concerned with specdL ud 

ffit^^Th <i^'''''>P™'nt as with maintaining economic%tt 

V- e charter attempts to meet their special needs by recognizing that 

es" SwXtamtZp d“r 

tlitical branches of the UN They have neLr' 0 "°' ^“hv with that of the 

.fine their mutual relations'b« L™T "1’'* 

N within their special fields. substantial independence from the 
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stable agricultural prices and the development of economic resources are as 
essentia? to its purpose as maintenance of production and employment in 
the more advanced economies. 


AIMS OF THE ITO: LIBERALIZING TRADE 

Rides of covnmrcud policy. The charter's main provisions regarding 
the commercial policies of ITO member governments may be summed up 
under three general rules: 

Members undertake to grant equal treatment to each other with re¬ 
spect to tariffs and other foreign-trade matters, i.e., to adopt the princip e 

of nondiscrimination. . . . 

^ They a<Trcc to refrain from using quantitative restrictions, i.e., quotas 

and similar devices, on imports as well as exports. This implies, in combina¬ 
tion with rule 1, that nondiscriminatory tariffs are to be the mam legitimate 

device of commercial policy. 

, They undertake to enter into mutual negotiations directed to the 
substantial reduction of tariffs. In the course of these negotiations countries 
with preferential tariff systems are to eliminate preferences, and y 

nnkc their tariffs nondiscriminatory. 

Tl.c,c arc a host of otltcr, .m.rc spcciali/xcl, provisions ... the charter 

hut for the sake of clarity we ...ay concentrate on these tl.ree basic points. 
The firsftwl pleJgcs a.e in the nat.nc of general pri,.ciples accepted by 

menibers, but the charter provides for .......e.o..s 

tiuns to then. Tl.csc “escape clauses bccanic ncecssa.y .. 
co.nnron.ise solutions of dilTcrences winch otherwise could not have bee 
resolved a. all. The charter, in addition, makes adcpiate 
ceptions fi-o... the above undertakings for a “transit.,... per.o.1 8 

I the first few postwar years. No country is to be ° 

up to all its long-range obligations while .ts economy may st.ll be s..ffer.. g 

we l.a.. ontim. the posi™ w« 

the U i ed States adopted on the ..ondiscri.nn.po.. 
mlicate.l the controversial nature of its stand. In the ITO " 

United States urged elimination of overt discrinnnatoiy P”y'' , . 
preferential tariff agreements among sovereign fend 

quotas an,I ,..l.er themselves 

to be discriminatory m application, oicigi nrgued-prema- 

niost reluctant to forswear unconditionally and-as they a.gue p 

tiirelv the use of such policies. 
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This reluctance rested, in part, on the feeling that American domestic 
economic policy—despite the Employment Act of 1946—up to the present 
time does not sufficiently guarantee that stabilization of high levels of pro¬ 
duction and employment which ITO members have undertaken to achieve 
in their respective countries. They fear another slump in the United States, 
which might engulf them and place in jeopardy their own planning for 
stability. Hence, the stability-minded nations held out until the ITO Charter 
had conceded what they regarded as adequate safeguards against such an 
event. As a result, member nations of ITO retain the right to use quantita¬ 
tive restrictions, and to resort to outright discrimination, in carefully speci¬ 
fied emergency situations. These escape clauses mention no country by 
name, but point clearly enough at the United States. Similarly, the provision 
cited above, which commits each member to counteract a decline in its im¬ 
ports in the event of recession, is aimed primarily at this country. This oppo¬ 
sition to the principle of nondiscrimination has come mainly from Western 
Europe and some of the British Dominions. There, public opinion has come 
to cherish security and stability as prime objectives of economic policy, 
and the United States, rightly or wrongly, has acquired the reputation of 
being a wayward and unstable colossus. 


AIMS OF THE ITO: POSITION OF THE UNITED STATES 

Inconsistencies in Americans position. In this conflict between the ideals 
0 security and stability on the one hand and of competitive efficiency, 
which the United States has urged the postwar world to endorse, on the 
ather, this country has weakened its own position. Eor it has given to the 
opposition cause to doubt American unanimity in upholding the competi- 
:ive ideal. We shall see, for instance, that American postwar tariff policy 
oas been amended explicitly so as to prevent foreign competition from 
changing the structure of domestic production. In trying to protect farm 
erests at home, the United States government itself favored deviations 
rom the basic principles of the ITO. It advocated the retention of import 
uotas for so-called surplus commodities, so as to defend domestic farm 
orfrn ' competition. Moreover, it has given its sup- 

item y commodity agreements” which will deal with 

^matmnff surplus” problems by procedures reminiscent of restrictive 
artel practices current before the war. 

When the British-as part of their general opposition to rigid non- 
iscrimmation-won the right to make the abolition of Imperial Preferenre 
sry gradual process indeed, the United States claimed for itself the right 
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to continue preferential agreements with Cuba and the Philippines, which 
agreements help to protect domestic sugar interests. In short, the United 
States has exhibited a case of “split personality” to the outside world. Janus- 
like, this country has appeared to favor competitive markets abroad for its 
highly efficient industries, w hile seeking the shelter of restricted competi¬ 
tion at home for its relatively less efficient ones, notably for agiiculture. 

Critiewm \rovi ^^backward mitionsr Non-European countries still m 
the early stages of industrialization have joined the chorus of opposition 
to American efforts to promote competitive and nondiscriminatory ways 
of trading (even though they backed America’s advocacy of commodity 
ao-reements, which met with their own interests). They have revived the 
(Ad “infant industry” argument in a new form, maintaining that protective 
tariffs (which the United States would have conceded to them as a means 
to f.ister industry) Mere not enough. These baclcMard nations Manted tar¬ 
iffs reinforced liy import quotas, foreign-exchange controls, jither 
more effective protectionist techniques. This group of nations, mindful of 
their past experience in selling primary products in unstable M orld markets, 
also insisted on the right to apply (]uantirativc restrictions to protect them¬ 
selves from the effects of dedation in the big industrial countries. For the 
backward nations depend for their export sales upon the big industrial corn- 
tries yet they exercise no influence over the economic fortunes of the lattci. 
On both counts, the ITO Charter granted substantial concessions to ess-de¬ 
veloped nations. Not all of them were satisfied: Argentina, which had 
their protests, withheld its signature from the Havana Charter. 

A WORLD ECONOMY VS. NATIONAL PROGRAMS 

Olmck's ,0 ,kvcU,lrnm,t. The attitude <,f this gtoup of dis¬ 

senters rclleets a diie.nns, faeing tlic world eeonon,y-a ‘'''-"-y; " 
increase in importance as the immediate elfects of tlie war ' cccdc. L o n c 
development of hackward countries (and areas containing two-thnds of tl 

w, d’^ ..are in that category) is ..^ , 

Inniiani'iriln grounds alone. If the world economy ,s to ' 
trend of siislained ex|iansion whicli contrilnited so mue t o , 
the “Colden Age” of the nineteenth century, it is '’"I";''' " ' 

strata of elfective deniand he opened up m countries thus fai too pt 
make their weight felt in world tiiaikcts. It is eiltially '^ 1 ’"''''” 
productivity he raised in order to expand the sources ‘>f 
terials on which a growing world population can ‘'yp- ' ^ 

attained, hut only if economic development is directed tow, g 
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dependence of nations, rather than toward self-sufficiency. In the ITO 
meetings, however, the backward nations showed a strong desire to develop 
via industrialization, in order to attain self-sufficiency. 

Development and foreign investment. This dilemma extends into the 
problem of international investment, also broached by the ITO Charter. 
The nations which hope to speed up their industrial development also hope 
and expect that advanced nations which have surplus capital funds will 
make these funds available to them, by restoring the flow of capital into the 
backward sections of the world. Yet their insistence on development for 
self-sufficiency, combined with their deep-seated fear of exploitation by 
foreign capital, has led them into attitudes that are unlikely to encourage 
foreign private investors to resume large-scale developmental lending. 

Planning vs. free markets. The tendency here in the United States un¬ 
doubtedly is to consider the private entrepreneur as the “natural” agent in 
the conduct of foreign trade. This country has sought to promote an inter¬ 
national system which would leave wide scope for competition, i.e., for 
private enterprise in foreign trade. On the whole, Washington has used its 
influence with restraint and has not challenged the legitimacy of alternative 
proposals for the reconstruction of foreign trade. Nevertheless, the ITO 
Charter strongly reflects this country’s qualified preference for competitive 
world markets. 

At the same time, the ITO includes many members who favor positive 
government direction or planning of their domestic economies and often, 
through various degrees of socialism, rely to a considerable degree on public 
mterprise. To these nations, it seems “natural” to match domestic planning 
mth planned foreign trade, and public enterprise at home with state trading 
ibroad. Both major types of national planning which concern ITO-for sta¬ 
bility and for economic development-can be made more effective if the 
blans embrace foreign trade. In fact, in countries heavily dependent on for¬ 
eign trade, the planners regard it as imperative to bring external transactions 
mder government direction. Domestic stability-they argue-cannot be as- 
ured if major segments of the home economy are left to follow the un- 
•redictable vagaries of foreign demand. So speak the British. 

The ITO Charter, as we have seen, tries to meet this objection. In ef- 
ect It proposes to underpin the competitive international system by na- 
lonal pledges to keep production and incomes high, and thus to insure a 
»rge and stable aggregate world demand for imports. However the skep- 
apart from regarding these pledges as not specific enough-doubt 
whether revival of competitive world markets is the most effective method 
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of brin'jin" abour siisraincd and widespread prosperity. They hold that this 
objccrit e would be better served by purposive and systematic direction of 
international trade. .More spccificallv, they argue that countries with com¬ 
mon or eajmplcmentarv planning objectives can help each othei b)- plan- 
nintr their reciprocal trade relations. They envisage devices such as long¬ 
term bulk-purchase agreements at fixed prices, by which industrial and 
primary-producer nations might mutually buttress their economic stabilit)-. 

Bilateral or rcuional schemes of this kind, however, xvould almost in¬ 
evitably run foul of the principle of nondiscrimination. This will happen, 
for instance, if an importing agency agrees to pay prices above those pre¬ 
vailing in competitive world markets at the moment, in order to buy the 
benefit of price stability for the duration of a long-term contract. In short, 
the market behavior of the competitive businessman may bc-under some 
conditions is almost certain to bc-different from that of the public enterprise 
operatimr under a national plan. Similarly, the principle of nondiscrimina¬ 
tion, dci^- to the believer in order through competition, max' be condemned 
l,y the advocate of order through planning, as a dogma which forces in¬ 
discriminate, haphazard w ays of trading, on the world economy. 

INTERNATIONAL INFLUENCE ON TARIFFS 

The Geneva Ap’eevievt. In advance of the signing of the Havana 
Charter, twenty-three nicmlicr nations of the ITO made a signihcai^ step 
one of its oh'icctivcs l.y signing tltc GenernI Ag^-ccyent on Tyfts 
,ml Tra.le at Cicneva, Swit/erla.td, on Octol.cr 50, ,947- T.e 110 lules, 
we may recall, re,|nired ,ne,nl,c,s to enter into negotiations d.rectcd to an 
all-ronnd rednetion ,.f trade barriers, and titc eliynat.on of tar,If pre - 
enccs The General Agreement was the result of the filst stage o 
negotiations. It is “the n.ost co.np.ehensive intenationg .nstrament eve. 
negotiated for the retinction of harries to world tra^, , 

to^he scope of its provisions and to the volume of trade which t icy . 

The tariff concessions exchanged hy the signatories app y to pio “y, 
counting for about two-thirds of their combined unport trade. Ta 
prefere,K-es-especially th<»e granted within the n,itish Commonwealth- 
Le been substantially reduced in the case of many commodities, an 
some cases eliminated. No new preferences may be created 
the agreement, and existing margins of preference may no 

1 Orurra/ dxrrrm* Tari/r. and Trade, U,S, nepamucut of State 

i947i !>• ' (Commercial Policy Series 109 ). 
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Even with these modifications, however, the structure of British Common¬ 
wealth preferences remains largely intact. 

United States postwar tariff policy. Probably the most important ac¬ 
complishment of the Geneva Agreement has been to reduce the average 
level of United States import duties roughly to that of the Underw'ood 
Tariff of 1913, one of the less restrictive tariffs in our national history. Con¬ 
cessions of various kinds and degrees were made on products which ac¬ 
counted for 78 per cent of United States imports in 1939. However, the 
igreement was negotiated under the shadow of postwar changes in Amer- 
can commercial policy which make it hard to assess its actual role in lower- 
ng the United States tariff wall. 

In February 1947, under the Trade Agreements Act there was made 
in executive order which required that in any future trade agreement the 
United States should retain the right to withdraw any tariff concession if 
‘through unforeseen developments, a particular tariff reduction should in- 
:rease imports so sharply as to cause or threaten serious injury to domestic 
iroducers. ^ Interpreted strictly this provision (later incorporated in the 
948 extension of the Trade Agreements Act) means that the United States 
5 prepared to admit new foreign competition, but always short of the point 
rhere such competition would enforce, or “threaten” to enforce, changes 
a the domestic production structure. Since, as we have emphasized above, 
itemational competition works its benefits through continually reallocating 
ational productive resources toward more efficient patterns, the implica- 
lons of this new departure in United States commercial policy are obvious.^ 


HE INTERNATIONAL MONETARY FUND 


The Bretton Woods Conference. Even before the ITO had been 
)rmed, plans to complement it with co-operation in the spheres of mone- 
iry policies and international investment materialized at a conference which 
let in Bretton Woods, New Hampshire, in 1944. The meeting resulted in 
le establishment of two international agencies, the International Monetary 
and and the International Bank for Reconstruction and Development. The 


^Ibid., p. 2. 

2President Truman’s campaign addresses, his message to Congress in Tanuarv imio 

easmg of ttade restrictions. His Inaugural Address declared that we must 
out our plans for reducing the barriers to world trade and increasing its volume ” 

Po4 along i„,„- 
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membership of these agencies (which hereafter will be referred to respec¬ 
tively as “the Fund” and “the Bank”) coincides broadly with that of the 
ITO. The Fund and the Bank intend to promote the same general ob¬ 
jectives as the ITO, namelv, the expansion of world trade and the main¬ 
tenance of high levels of production and employment among their mem¬ 
bers. The Fund, like the ITO, is mainly concerned v ith long-range prob¬ 
lems rather than with immediate postwar recovery. The Bank, by contrast, 
serves the twin objectives of speeding postwar reconstruction and pro¬ 
moting long-range development of economically backward regions. Inter¬ 
national differences of opinion as to policy also have arisen m the Bretton 
Woods agencies. Since these differences of opinion basically concern the 
same issues as were discussed above in connection with the ITO, we can 

deal with them briefly. r i, r? u 

Monetary conditions of tnultilateralism. One main purpose of the kund 

is to establish the monetary prerequisites of multilateralism At the same 
time it envisages an international monetary system that would support the 
expansionism which the over-all blueprint tries to impart to the postwar 
world. Multilateral trade requires, in the first place, mutual conver i i i y 
of national currencies. This calls for the elimination of national restrictions 
on payments to foreign countries, and makes stable rates of exchange be- 
tweL'^the various national currencies especially desirable. If these c 
tions are met, each nation will be free to sell in any foreign market, wiAout 
fear that the proceeds of its exports will be immobilized by 
controls or diminished by foreign-currency depreciation. This “a 
the nation is free to use the proceeds of exports to one marker m payment 
for its purchases in other foreign markets, wherever situated. OtMly t 
the saiiK monetary conditions are essential for uninhibited Internationa 

’"''“^establish these conditions the Fund requires its members to dy 

dare foreign exchange rates for their currencies, defined in go , 

nuires also diat major changes in such rates not be made without the Fun 

ransent. Members also undertake to remove national foreign-exchange c 

trols which restrict payments arising from trA and yj’" 

rinns Nations whose economies are dislocated as a resi 

may retain exchange controls for a number of years, as indee most me 
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the past, and partly to satisfy member nations which regard the control of 
foreign investment as an essential attribute of economic planning. 

Qualifying provisions. Much like the ITO Charter, and for much the 
;ame reasons, the statutes of the Fund specify exceptional conditions in 
ivhich members may depart from the above obligations—with the Fund’s 
approval. Stability-minded member nations were anxious to retain monetary 
safeguards, as well as commercial policies, against depression brought in 
from outside. Hence they obtained a closely circumscribed right to apply 
semporary foreign-exchange controls if exposed to balance-of-payments dif- 
iculties arising from deflationary pressure from abroad. Again, as in the 
!TO Charter, some of these escape clauses aim implicitly at a possible slump 
n the United States. This is true notably of the “scarce-currency clause,” 
vhich requires a nation whose currency has become “scarce” in world 
narkets—as would happen through a decline of imports caused by depres- 
ion in that country—to supply additional amounts of its currency through 
he Fund or by foreign lending. If it fails to do so, other members would 
•eceive permission from the Fund to restrict their imports from the “scarce- 
:urrency” country by discriminatory foreign-exchange controls. 


AONETARY NONDISCRIMINATION 

With the foregoing important exception, the Fund is devoted to the 
ause of nondiscrimination in the monetary sphere. Every member must 
aake its currency available at uniform exchange rates to all foreigners, 
nd must refrain from discriminatory “multiple exchange-rate” practices. 
That is, it must allow unrestricted purchase and sale of its currency for 
urrent transactions at a single price. By agreeing to adhere to the exchange 
alues initially declared to the Fund, members forswear the practice of 
competitive depreciation,” or unilateral reduction of the price of their cur- 
2ncy units (and thus of their goods) to foreign buyers, which would give 
^em an artificial competitive advantage in foreign markets. However, in 
Keptional circumstances and with the consent of the Fund, a member will 
e allowed to resort to depreciation of its currency. 

These provisions of the Fund are directly complementary to the ITO 
barter. By agreeing to abolish foreign-exchange controls on current trans¬ 
itions and forswearing competitive depreciation, its members, in effect 
iree to abstain from using monetary devices as substitutes for those com- 

iercial policies of a discriminatory or unduly restrictive kind which are 
mdemned by the ITO. 
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Opcrcttiov of the Fund. In addition to laying down rules of monetary 
policf, the agreement established a monetary pool made up of assorted cur¬ 
rencies contributed bv member governments and placed under international 
control. Each member has paid a specified quota into this pool, partly in 
fjold or United States dollars, but mostly in its own currency. A member 
who has incurred deficits in trade and service transactions with other mem¬ 
bers, and has not offset such deficits by importing foreign capital, ^vill be 
able to buy from the Fund limited amounts of those currencies which it 
needs to pay its current-account creditors. 1 he member pays by depositing 
its OAvn currency with tiic Fund. Once its external accounts are straightened 
out, the member x\ ill be obliged to accumulate gold or dollars with which 
to repurchase these excess deposits and replenish tiie Fund's holdings of 
money other than its oxmv This obligation is one of several safeguards 
which the Fund imposes to prevent abuse of its facilities by member govern- 


ments. . , .r -j . m 

What these transactions accomplish can be realized if we consider e 

dternative mctlKicis l)V « a comitiy, in tl,c al)scncc of tl.e Fund, might 

try to restore balance in its foreign accounts n hen threatened with a deficit. 

It niiglit restrict its imports-and tlicrcby hurt prosperity at home an 

ahroad-or it luiglit push its exports by subsidies or currency depreciation- 

practices that arc destructive of foreign prosperity and condemned y t ie 

ITO and the Fund alike. In sliort, l.y going to the Fund, not only will the 

member be helped to live up to its international obligations, buMven moie 

iinp«rtant-it will gain a breathing spell which it can (and must) use to r - 

m,!ve the root causes of its trade deficit by domestic action-say, by rediie- 

inLf costs in its export industries. 

^ Of course, the causes of a nation's monetary difficulties may lie ateoad 
this case, other countries-under their various obligations to ITO and 
the Fiind-woiild be rei|uired to take action toward redressing the b. l. ■ 
?hus, availability of the Fund's currency resources will better the chances 
that its members’ balancc-of-paynients difficulties will be coitcetc x'l 
disturbing production, employment, and trade, and 

l .. ty using the ''expansionist" rather than the "restne.,^ 

method "l•llll enVioyment,” it has been said, "mpiires that any liij g 
mI!:: of payments shall be cured by lengthening the short leg, not by 

shortening the long leg. ^ 

. "Tlic Principles of Tnulc-lV.” The Ecovomht, London, Jan. 22 , . 944 . P- 94- 
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Is the Fund adequate? The International Monetary Fund was built on 
attain assumptions which, to date, have proved unduly optimistic. It was 
mceived as an instrument which would help individual countries, or at 
orst as an instrument which would help limited groups of countries, to 
/ercome temporary shortages of widely assorted foreign currencies. It 
ay well be capable of effective and useful functions when its members’ 
:ternal accounts are, by and large, in even balance, and where disturb- 
ices are slight and limited in time and space. Very different conditions, 
)wever, have prevailed since the end of the war and are likely to continue 
r several years to come. 

Currency shortages—as we have yet to show in detail—have not been 
calized, but in fact plague almost the entire Eastern Hemisphere and the 
mericas outside the United States. This also implies that the foreign- 
change needs of members have not been widely spread over many cur- 
ncies, but have been heavily concentrated on American dollars, and the 
ind’s dollar resources are relatively small. Finally, the universal dollar 
ortage has not been brought about by temporary malfunctioning of the 
.emational economy, but by profound structural maladjustments which 
U take years to remove, and cannot be removed by monetary devices alone, 
such conditions, the Fund has little to contribute. Not unjustly, it has 
en described as a “fair-weather ship,” not fit to sail on the too turbulent 
IS of the postwar world. Somewhat reluctantly—and contrary to the 
iginal plan—the Fund has been helping to relieve the present dollar short- 
£ out of its limited resources. Perhaps it would have been better to pre- 
■ve these resources until conditions more propitious to the Fund’s original 
>ign were restored. 

E INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT 

^ Functions of the Bank. The Bai;ik was created for the twin purpose 
itten into its name: to assist in the reconstruction of war-torn areas and 
development of economically backward regions. It is an investment- 
ikmg institution, not a deposit bank. Its main object is to harness inter- 
lonal investment to the general aims of the postwar design for the world 
'nomy. In fact, it is a logical corollary to the International Trade Or- 
uzation and the International Monetary Fund. The thought is that the 
nnehng of international investment into postwar reconstruction and de- 

5pment will promote balanced expansion of world production and trade. 
rromotion of iirivate irnip^t'mpmt .u_ 7 . , . _ 
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displace it. Its own resources are limited: of the total capital of $8,340,000,- 
000 subscribed by member governments, only 20 per cent has been paid m, 
and this consists largely of the domestic currencies of members. The BaiivS 
actual holdings of American dollars-made up of the United States sub¬ 
scription and the small shares subscribed in dollars by other members- 
amounted initially to $667,000,000. This is a modest sum in the light of tie 
present vast demand for reconstruction finance, a demand M'hich is over¬ 
whelmingly for dollars. 

With such limited resources, the Bank depends heavily on private capi¬ 
tal markets, which it can approach in two ways; (0 by selling its o\\n 
bonds and making loans from the proceeds, or else, (2) by guaranteeing 
bonds issued by member governments or by private institutions in the coun¬ 
tries represented by those governments. Because of its substantial leserve 
fund, the Bank reduces the private investor’s risk of suffering 10m oieign 
default. Hence, it makes foreign lending safer to the investor, an ^ 
to the borrower, wlio otherwise would have to reimburse the investor for 
his greater risk by paying higher interest rates. The Bank intends to use its 
position as interniediary between investor and borrower as a iiieans of pi c- 
L international invest,,,ent on a new and sounder foot.ng. The Ba, k - 
cetes loan applications fro,,, nte.nl.ers, and selects those pro|ects wh.cl, 
n,ost directly and effectively promote the geneial ol>|ectives to 
jointly co,nn,itted with the Fund and the ITO. Accord„,g to ,ts statute 
the link is to finance specific reconstruction and development plO|ec 
whose prospects can he adequately assessed, rather than to giant gcneia 

nurnosc loans to countries in need of foreign exchange. 

^ ToWrais before the Bmih. We have seen that the Bank depends heav¬ 
ily on the willingness of the private capital n,a,ket to accept its bonds or 
bonds bearing its gua,antee, on ter.ns which the horroweis * 

reasonable. In present-day conditions, tins means dependc, ce on Unite 
States investors, since no other nation has funds to spare for large-scale fo 
'eign investment. The Bank depends, similarly, upon the backing of th 
United States government, which has furnished 38 per cent of its subsciibed 
capital and, through a system of weighted voting, casts ,3.65 per cent of 
the votes which determine the Bank’s policies. Moreover, American in¬ 
fluence is strengthened by the provision that the ^ ; 

Bank reilliires the consent of the member nation in whose cuiicnty the) 
are made I his raises the question whether the Bank can, m fact, be rcgaii e 
;;:„i; international an'd nonpolitical institution, at a time when t e o- 
'cign lending |>olicy of the United States has been expressly subordinated 
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its political foreign policy. To complicate the issue further, the Bank counts 
Yugoslavia, Poland, and Czechoslovakia among its members; yet it has an¬ 
nounced its intention of supplementing the European Recovery Program, 
although the latter is actively opposed by the Soviet bloc.^ 

This political dilemma is matched by another which stems from the 
Bank’s twin aims—reconstruction and development. Its statutes require it to 
accord equal priority to both aims, but up to the time this is written (late 
1948) the pressure of European recovery has directed the bulk of the Bank’s 
lending to highly industrialized countries in Western Europe. That is to 
say, the emphasis has been on reconstruction rather than development. Also, 
these loans have mostly served general “stabilization” purposes instead of 
financing specific projects. By September 1948 the Bank had lent a total of 
$509,000,000 to France, Holland, Denmark, and Luxemburg for reconstruc¬ 
tion, but had committed only one loan of $16,000,000 to Chile for develop¬ 
ment. We shall presently see that this pre-emption of postwar international 
investment by industrial Europe has extended to United States government 
loans and grants as well. 


THE EUROPEAN PROBLEM 


The agencies for international co-operation discussed above are in¬ 
tended to have a permanent existence. It may be many years before their 
effectiveness can be accurately assessed. Meanwhile, almost before these 
agencies had opened their doors, the economic situation of Western Europe 
had deteriorated by mid-1947 to a point where starvation seemed the alterna 
tive to further large-scale outside aid. In these circumstances the Marshall 

Pkn was bom Before describing it, we must investigate further the special 
difficulties of Europe. ^ 


Internal dmnvestment. In the language of national-income accounting 
Europe s problem may be defined as a crisis brought on by a long period !f 
internal and external “disinvestment,” or' net capital consumption^ Within 
urope, World War II has eaten into fixed productive capital in many dif- 
rent ways Industrial plant and transportation facilities have been de¬ 
coyed or had their capacity sharply reduced by wartime wear 'rd tear 

ical“oh 7 “ "T'* has promoted technolog- 

cd obsolescence. In agriculture, fertilizer shortages have reduced soil fel 

ty, equipment is run down, and livestock decimated. Europe’s working 
1 Wfrd Washington. D. C p .3 
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capital-its inventories of raw materials, fuels, and finished goods-was simi¬ 
larly depleted at the war’s end. Housing had suffered gravely from bombing 
and from suspension of civilian construction in the war years, and con¬ 
sumers’stocks of durable goods were also at a low ebb. 

In short, Europe faced a tremendous task of making good all this ast- 
age of capital if it was to regain prewar living standards for its increased 
population. This task had to be tackled at a time when the Continent s pro- 
ductivc apparatus tt as rim down as never before-a situation which had al 
the makings of a vicious circle. In starting to cut the backlog of investmen 
needs created bv the war, Europe had to save and invest-i.e., wnhhold fiom 

consumption-more-than-normal fractions of its postwar real income. 

real income itself was at a low point-in some countries not even '’jg'’ '"“ 8 
to provide workers with the strength and incentives needrf for hard work 
in others barely above that level. In other words, no surplus for investment 
existed. In such conditions, an attempt to depress consumption standaids m 

order to save and "int'af ^mrn^reve'ls 

rfTcm^niptuZlnd invest enough to start working off the backlog-it had 
to fall back on resources other than its own. It had, in short, to 
than its exports could pay for, and to pay for its import surpluses out 
loans or grants offered by more fortunate countries. 

E„crml dhh,vestment. The efl'ects of internal 
uravated by the process of external disinvestment on which Western Eu 

had .l-irearnmg power r'"! i.,„t.st,nen.s has 

war in Asia. As a result, 'll tins re- 

fallen to less than United States 

which, not. 

nceticd by liiiropc. 1 Icnce, even in order to hnance . | 

';::rer:::ri::^rh>iiri:r 

goods and sci vices, anc .. 1m, rone’s much increased 

sure to promote exports is made even greatei by I. mopes 

ConuTiission for Europe, Geneva, unH- P- 54- 
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UNITED STATES FOREIGN AID 

It was the magnitude and persistence of Fuiropean postwar deficits, 
and the world-wide sw’eep of the “dollar shortage,” which had nfjt been 
anticipated by 'wartime planning. In other respects, the need for the more 
fortunate Western Hemisphere to come to the aid of Europe and Asia \\ as 
fully realized. Even before World War II was over, lan>c-scale and seem- 
ingly adequate provisions were made for such aid. The United States w as 
naturally cast for the role of principal donor, though other countries took' 
part according to their ability. United Stares foreign aid was disbursed in 
part through international agencies, in part directly by the government, 
and on a minor scale through private organizations. In addition to contrib¬ 
uting 12,750,000,000 to the Monetary Fund and committing 175,000,000 
to the International Bank, the United States put up nearly three-quarters of 
the $3,700,000,000 which The United Nations Relief and Rehabilitation Ad¬ 
ministration spent in the countries worst hit by the war. 

United States government aid flowed through many channels. Before 
the war was over, Congress increased the lending power of the E.\port- 
Import Bank to 13,500,000,000, to enable it to grant loans to foreign coun- 
tnes avhich did not qualify for UNRRA aid. In ,946-after the full vravitv 
of the British balance^if-payments problem had been revealed-Cmigress 
authorized a Treasury credit of 13,750,000,000 to the United Kinodoni’ As 
more and more une.xpected “dollar gaps” were uncovered in iqqd and 1047, 
numerous other government agencies came to take part in financing foreimi 
aid: the War Assets Administration sold on credit war surpluses located 
a road,|^the Maritime Commission gave credits for the purchase of surplus 
yps; the Commodity Credit Corporation financed raw materials shipped to 
Germany and Japan; the Reconstruction Finance Corporation made a loan 
to the Philippines; and the United States Army paid for a mounting flow of 
relief supplies to the occupied countries. In addition to its earlier commit 

UnteVs Bank, the 

betw rr “ T for foreivn aid 

between July 1945 and the end of 1947. By the end of this period the funds 

E"::i:eTto ri:r'’“' ” f-v- 

Use of foreig,, gold and dollars. Countries in need had not relied ex 
ctetvely on pans and grants from the United States and a few other conn 
les. Since the end of the war they had also been using their gold and liouid 
dollar resources to cover portions of their deficits. European g^lCres 
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nnd dollar balances rvere reduced by ta,400,000,000 in , 94 d- 47 .y'"d >>' 

all foreign nations br^ l5,roo,„oo,ooo. The 1,47 ■«'= of *■“" ■"8" 
Irc^foresltadowed an early depletion of foreign dollar balances belotv 
the minimum levels needed to finance current trade operations, and of inoue- 
*ry gold reserves held by foreign countries below the legal reserve 00,0,re- 

The MarslmU Phm. By early .947 it b“ome clear that Emopean 
recovery was bogging down and might collapse entirely if Europe " “ ooin 
celled to curtail its imports sharply in view of the imminent exhaustion of 
all available means for financing its trade deficits. Increased 
provided a strong additional motive for biittressiii^g the econon le 0 

Ln Europe and speeding recovery throughout the world It \ as 

that some new approach was needed, for the question “““ "f'^j''Xieh 

r^ a"=''tr::fv:ppTo:™^ sec 

rarhror Se -nomic,’social, and political deterioration of a very 
grave character,” Mr. Marshall said; 

Before the United States ^ ^u"^^ 

requirements of the situation and t e par ^ undertaken by this Gov- 

riv.;,..i. *1 • 

This approach put on Europe the responsibUity X'h 

ery programs of its various nations according to “ 
wouid stress mutual self-help, and the 

ward maximizing its production and its abi tty p y all West- 

E,„-opcan Economic Co-opermon J ^ 

ern Europe with the exception of Spam-formed Co— 

Economic Cooperation which drew up such a ^““^ “^^rresources which 
of 1947. Their plan revealed a gap between 

was truly formidable, even after all the possi ° considered. The total 
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estimate, the committee stressed, implied “no extravagant importing; food 
consumption at the end of the period will be less than the prewar level per 
head and . . . in many countries restrictions on consumption of food, cloth¬ 
ing and gasoline . . . will continue to be necessary.” ^ Some of this deficit, 
it was hoped, could be met by reconstruction loans from the International 
Bank, but the United States was asked to foot the bill for the major portion. 

The Foreign Assistance Act. In December 1947 the President asked 
Congress to authorize a four-year European Recovery Program (the Mar¬ 
shall Plan) to cost $17,000,000,000, or rather less than the figure at w hich 
the European nations had assessed their four-year deficit. Congress refused 
a definite commitment for the entire period, but the Eoreign Assistance Act, 
approved in April 1948, authorized appropriations for European aid to a 
total of $5,300,000,000 for the one-year period following its enactment. 
One billion dollars was to be supplied in the form of loans, the rest in non¬ 
repayable grants. An administrator for Economic Co-operation (Mr. Paul 
Hoffman) was appointed. Europe’s needs were to be reviewed at the end of 
the first year of the program, and additional funds appropriated as required. 
By providing that only one-fifth of the first year’s aid should be extended in 
repayable loans, the act virtually revived the principle of Lend-Lease. Even 
though the assistance offered Western Europe fell short of European esti- 
mates, and Secretary Marshall stressed that the cost of the program in its 

^ ^ month’s charge of 

t e War, the scde of ERP bore eloquent testimony to the price of eco¬ 
nomic leadership in a shaken world. 


POSTWAR POSITION OF THE UNITED STATES 

Unevm ijact of World War II. In ,947, the aggregate volume of 
goods produced m the world as a whole was estimated at 10 to it per cent 
above the level of This figure, at first glance, may testify L a rapid 
rate of postwar recovery. However, by striking a world-wide Lerage and 
not discnmmating between industrial and agricultural goods, it conceals a 
most serious lack of balance in the postwar world economy. The Western 
Hemisphere, and the United States especially, has enjoyed a formMable 
production spurt during the past decade. By contrast, Lope and the Far 
ave su ere great losses m productive capacity and a serious setback 

pan™„t of LU ’’ 
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in economic growth. At the same time, world agriculture has lagged be¬ 
hind industry, thus adding to imbalance in the postwar world. 

Lack of balance in ^ii'orld industry. Fig. 28 shows industrial production 
in 1947 at 128 per cent of the 1938 level for the world as a whole. Yet, in¬ 
dustrial production in all countries (excluding the United States) was still 

Figure 28 world production in 1947 

AS A PERCENTAGE OF PREWAR 

AGRICULTURAL PRODUCTION, 1946-47 
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more than onc-tcntli below prewar. This indicates that it was very largely 
the spurt of growth in United States industries which brought the 1947 
global total so far above prewar. However, h'ig. 28 also makes it clear that 
conditions in other countries were far from uniform. In I'.urope, the pa^ce 
of industrial recovery has been particularly slow in Germany. In the hai 
Ibkst, Japan has similarly lagged Itehind. Both were major industrial nations 
befttre the war, and what happens to their industries must significantly af¬ 
fect the global trend. If we subtract from the world total both United 
States industrial production (which doubled between 1938 and 1947) and 
that of Germany and Japan (which was at less than half of prewar in 1947) 
we find that the remaining countries, between them, produced one-tenth 
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more industrial goods than they did in ,938. This reflects fairly rapid 
recovery m Western Europe outside Gernianv, the return of Soviet indus¬ 
try to tts prewar rate of output in late ,947. a'nd finally, some war-induced 
mdustnal expansion in Canada, Latin America and other non-European 
regions. We may note, however, that recovery in Western Europe has been 
acce eiated by contributions from the prosperous Western Hemisphere, 
principally in the form of United States government aid 

in tht'net! The divergent trends of industrial production 

n the two hemispheres during the ,938-47 decade are matched by a no 

less serious lade of balance between world industry and agriculture Kg 
shows agncultural production in ,947 at only 94 per cent of the ,9f4-;8 
verage. Here again, detailed inspection of the world trend would revea! 
at farm output in the United States stood higher, but in the rest of the 

Ta^ d T"’ 8 “Stieuitlire has retarded recovery and 

™plicad„„s of such a lag are even moi^ critical in Iw^f *e in^r!; 

or s population by some two hundred million during the past decade 
and Its continued growth by some tiventy million persons^,- annlf 
Economic ascendancy of the United States. The contrast betwe' 

by Wor d'wari -*ack flUd 

during the past ten years Todav V • great]) strengthened 

-on® dwaffs. AeZ: ■ tl „Z ^ 

United States in .946 was five times iTr f * 
highest income in the United Nations and 1 ' 

try with the smallest.” • The extent of its e ’ 

by the fact that in 1047 United St sonomic ascendancy is illustrated 

the coal, 64 per cent of the steel 467er«nt"ortr"'I 
fttll 84 per cent of the motor vehlcfe produced bv'11"“ 
world excepting the Soviet Union. The United States’ h 
merchant fleet, on a tonnage basis increased L 
war to 43 per cent in 1947. With such orenn d 

dttt that all foreign nations are anxiously wLLrthe'c"” “1 T' 
economic fortunes. ^ arcning the course of America’s 

Jio/e of the Soviet Union W<^ r.cT 

duction figures with, world totals which rlTe'^oCulfon'^^^^^^ 

The Restoration of World Trails r • ^ 

' 947 , p. 5^7 (International Reconciliation Se^TL Peace, • 
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proach is made necessary by the simple fact that the Soviet Union, unlike 
other nations, does not publish its industrial production figures. However, 
it is also a meaningful comparison and it does not unduly neglect the role 
which our powerful antagonist in world politics plays in the postwar world 
economy. The Soviet Union was a nearly self-sufficient economy before 
the war, and it has now reverted to an economic policy designed to make 
self-sufficiency even more complete. Just as Soviet prewar tiade accounted 
for less than i per cent of world trade, its foreign transactions today are 
extremely small. Even the emergence of a Soviet bloc of satellites, more 
or less closely'tied to the Soviet economy, has a smaller direct impact on 
the structure of the world economy than one might expect. Roughly nine- 
tenths of postw'ar world trade moves w’ithout touching the Soviet orbit, and 
moves within that wdde circle of nations w'hich have joined the ITO and 
the other agencies of international co-operation. Even without benefit of 
industrial statistics, \vc know that the Soviet Union has restored her doviestic 
production to about its prcw'ar level. Yet for the reasons given above, the 
student of the intermtiomd economy can afford to take less notice of the 
Soviet Union than the student of w'orld politics is compelled to do. 


POSTWAR FOREIGN TRADE OF THE UNITED STATES 

How much do wc trade? Has this great increase in America’s economic 
power been paralleled by an increased participation in foreign trade? The 
record levels reached by United States imports and exports after the war 
may at first glance, invite an affirmative answer. In absolute terms, an 
even after allowing for inflated dollar values, the United States is exporting 
much more, and importing somewhat more, than ever before in its peace¬ 
time history. 1 lowever, if our foreign trade figures have soared, domestic 
production has risen even higher. In relation to the value of the gross na¬ 
tional product, the value of United States exports was actually smaller m 
,046-47 than in the years immediately after World War I. The postwai 
increase of our exports has been uneven, being attuned to abnormal relief 
and reconstruction needs abroad, and has been heavily concentrated 111 a 
few groups of commodities such as foodstuffs, machinery and vehicles. ^ 
'Ehe postwar trend of our imports shows even more deal y tiat tre 
United States is relatively less tiependent nn foreign supplies than tt was 
before World War II. Our imports in 1947, large as they were, ‘ 

in relation to our gross national product than in 1929 an 1937. 

prosperous intetwar years. Even more significant, the gross nat.onal 
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able 34 united states balance of payments on current 

ACCOUNT, 1939 AND 1947 


(in millions of dollars) 
A. Merchandise trade 
Exports 
Imports 

Balance of trade 


7939 

3,177 
2,318 
+ 859 


B. Other current transactions resulting 
in net payments 

1. Shipping and freight 

2. Travel expenditures 

3. Personal remittances 

4. Institutional contributions 

C Net receipts from dividend and 
interest transfers 

D. Balances of miscellaneous current 
transactions 

1. Government expenditures 

2. Silver movements 

3. Miscellaneous 


- 64 
-155 

- 108 ^ 
- 43j 

+ 311 


— 55 

— 77 
+ 64 


Balance of current transactions 
other than merchandise 
trade 


-127 


-Ull C 

transactions 


an excess of foreigners over payments 


+ 7 ‘ 


1947 

16,022 
6,047 
+ 9,975 


998 
— 357 

-695 


+ 800 


- 1,753 
— 140 


— 1,147 

+ 8,828 


-ct„aU,?:LhToT:;:;' ^ P-e^n. 

he export surplus problem again. This failure of ' 

' domestic economic growth calis attenri ^ 

charges, which were a cons^^^rr ht 

Basle. 
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ance of payments (and so had helped foreigners to pay for goods tb 
bouaht in this country) has been converted into a net annual credit amour 
ing,''in 1947, to 11,000,000,000. Table 34 shows this reversal, as well as otli 
ch^'anges in our balance of payments between 1939 and 1947. The most 11 
pressive change is shown by the final item in the table: the net balance d 
the United States economy aS a result of all current transactions was wel 

times as great (in current dollars) in 1947 as it was in 1939. 

As Table 35 shows, the postwar export surplus exhibited a nove 
ture apart from its size. It had become universal in a geographic sense. I 
fore the war, heavy export surpluses to Europe and Canada were acco 


1938 

1947 

1947 

Semi-annual 

First 

Second 

average 

half 

half 

377 

2,454 

1,951 

39 

937 

879 

104 

542 

448 

-24* 

451 

399 

32 

269 

226 

39 

37 

128 


Table 35 merchandise trade balances of the united stai 
BY regions, 1938 AND 1947 

(Export Balances in millions of dollars) 


Region 

Europe 

Latin America 
North America 
Asia 
Africa 
Oceania 
• Import balance. 

panied by small ones to Latin America, Africa, and Oceany and net 

ports from Asia, In .947 <>f ' 

L took from then. Such a pattern natmally prevents = 

ment of net exports in some directions by net ,n,ports from others, 
dently this big world-wide United States expo, t snip us 
'nfr'Ll defied in tray with the United States-.n other words, a w, 

wide “dollar shortage. c c < rmet-wm* 

Net exports fivmiced by ^overtime,tt ad. So far, the poyw. 

11 1 rn financed mainly by United States government aid, su] 

surplus has been finance X X .„,„u|ated dollar balances, sal 

If.'Sd S^f:: ;,yT:eig,: c,:r,n,ries and li,uirlarion of della 
gobi to 1C ' sources were close to exhau 

cur,MS owner ,y United States governnien 

:;L:me main fa^™- winch .na^ 

iTestliJ’seclu I'rirlV: in Table 35 indicates tha, 
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eign countries proceeded to cut their coats according to their cloth, and 
restricted their purchases in the United States to the total of their own 
dollar earnings plus whatever dollar aid they obtained. It seems obvicnis 
that until 1951—the tentative terminal date for the European Recovery- 
Program—United States government aid will continue to finance a substan¬ 
tial surplus by the United States on current account, if on a diminishing 
scale. 


Export prospects. What are the prospects for United States exports in 
the longer run—when they are once more limited to trade, and cease to be a 
blend of trade, charity, and politics.'' At this point, (juestions suggested b\- 
our interwar experience will emerge again. Should the United States ac¬ 
quiesce in greatly reduced export levels.^ This would involve considerable 
and possibly painful domestic economic readjustments. If a cut in the level 
of exports is inevitable, should we plan ahead for it, in order to make the 
transfer of human and other resources which now produce for foreign 
markets less costly and painful? Should we, alternatively, leave these ad¬ 
justments to be enforced by the import restrictions of foreign countries 
afflicted with “dollar shortages”? Or should the United States, perhaps, 
counter such foreign restrictions by export subsidies, export-promotion 
loans and such like? Can and should the day of readjustment be postponed 
by resuming private investment which, as we know, will ultimately lead to 
an even greater need for foreign countries to earn dollars. 


Clearly, there is a danger that failure to face these problems before the\' 
arise may bring the United States and other nations back to policies remi¬ 
niscent of the 1930’s and incompatible with the obligations which they 
have assumed. The spirit, if not the letter, of these obligations demands 
that balance in the United States’ external accounts be restored at a high, 
rather than a low, level of transactions-preferably, that is, by lengthening 

the short “import leg” of our balance of payments before it starts limping 
again. Will this be possible? ^ ^ 


Prospective import demand. Can the United States import enoujjh? In 
or er at least to assemble the factors which bear upon the answer to this 
crucial question we must assess the various influences that govern our de¬ 
mand for imports. We know that their volume is greatly affected by cycles 
in domestic business. Therefore, the most important prerequisite for a laroe 
volume of United States purchases from abroad is stable prosperity at hom“e 
Also domestic prosperity must be coupled with readiness to admit foreign 
products even when they compete with domestic production. On this 
count, we have seen that the early auguries of postwar United States tariff 
policy have not been altogether propitious. As to prosperity as a means 
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of expanding imports, we have noted that the domestic economy reached 
an unprecedented level of production and employment in 1947, while the 
physical volume of imports actually declined in that year. Hence, domestic 
prosperit)- is clearly a necessary condition of better balance in our trade 
account, but we cannot be sure that it is a sufficient condition. iMerchandise 
imports in 1947 covered only three-eighths of the value of exports. To some 
extent we may attribute the lag in our postwar imports to the inability of 
Europe and Asia to resume their exports on the prewar scale. But this would 
not necessarily mean that the lag will be made good once foreign recovery 
has advanced further. A ten-year interruption in the accustomed channels 
of trade has, inevitably, promoted domestic production m place of imports. 
Wartime technological developments and the tense postwar political situa¬ 
tion also have made for greater self-sufficiency on the part of the American 
economy. Our new synthetic rubber industry and our much increased mer¬ 
chant fleet arc cases in point. Both are receiving substantial public subsidies, 


justified mainly on strategic grounds. 

However, one can also discern offsetting changes, making for a greater 
import demand. The record levels of postwar production have induced 
several major industries to seek new foreign sources of raw-material supp y. 
Thus the United States has turned from a prewar exporter of stec sciap 
into a net importer, and imports of crude petroleum have increased sharply. 
If general domestic production remains at high levels, it may become pio- 
gressively more necessary to supplement domestic natural resources with 
nuports of many kinds. The need to conserve some of our natuml 
cr even actual depletion, may open up new sources of import demand, a. 

strategic stockpiling programs might do likewise. 

Lisihle Lports. “Invisible” import items may ultimately come to 
assistance of merchandise imports as a means of offsetting the expoit sui- 
nhis though at present such transactions claim more dollars from foieigneis 
ll,nn’thcy furnii. The n.crch.nt fleet, sehsl.iies n.„withstn,.c hng, . enttytHg 

'a,,:; t„ t„utes roteig,, .lec.s .e hei„g teh,nlt. In t.n.e (y.- 

tegic c„nsi.lcr«in.,s permitting) this ne,y testnte n net .,np,.rt ^ 

eomnt nt shipping services, hnteign travel hy AnKt.cans m.ght heeo.nc 
; „„„.e in,,...tt'nt clnllar nntlet than ever hefnte-again given tin,nest,e p.-<.s- 

^-, 1 . a,, they ate nvetshaanwy 
3 wnrltl War II, an,I invest,,,ent ea,-ni„gs with the,,,, (.nnvcscly, ftu 
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eign countries have incurred considerable postwar debts t(j tliis crjunrry. 
Most of these loans relieve the debtors of service and repayment <jbligari(jns 
until 1952 or thereabouts. After that, foreign debtors will be expected to 
find dollars for debt service, and this will go far to offset w hatever net dol¬ 
lar earnings might accrue to them on the rest of the “in\'isible” account. 
In sum, it is hard to be optimistic about the United States’ prospectiv e abilitv 
to balance its current account through larger imports, i.e., w ithout a hea\v 
reduction in American exports. Of course, this statement assumes that ex¬ 
ports for recovery or for relief, financed by government grants, have not 
come to stay. 
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SECTION NINE 


CONTROL OF OUR 
ECONOMY 


INTRODUCTION 


Our account of how the American economy operates is now complete. 
This final section adds nothing to that account. It attempts instead to draw 
together certain implications arising from what has been studied, and to place 
our subject matter in a somewhat wider setting so that we may consider 
what values are most important and what our policies should be with regard 
to them. To do this will require all the knowledge of the American econ¬ 
omy that we can muster. 

First, a brief survey of the ground that has been covered. We began 
with a statement of the kinds of problems that would be studied: special 
emphasis was laid on the problems of economic stability and economic con¬ 
trol. We next examined our several kinds of productive resources and the 
ways in which they are organized and used. This was followed by an ac¬ 
count of the productiveness of our economy, a description of the way in 
which the product is distributed in the form of income, and an analysis of 
those cyclical fluctuations of output and income which are the principal ex¬ 
pressions of instability in our economy. Our next concern was with the 
way in which production is organized through business enterprises seekina 
prohts, with special regard to the corporate form of organization and to 
some of the causes and effects of the growth in size of business units 

We next surveyed the material conditions affecting several groups of 
3 ur people: wage earners, farmers, consumers, and the underprivileged 
^ith a view to finding what interests the members of each group have in 
-ommon, and the grounds for conflicts of interest between these several 
groups and other elements in the economy. From this set of problems, we 
ned to a study of our complicated financial system, involving the issu- 
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ancG and use of money and of various forms of credit; these were seen to 
exert a powerful influence on both stability and control in our economy. 
All this was followed by an examination of the gigantic financial operations 
of our government, with principal regard to the ramifying economic ef¬ 
fects of governmental expenditures, governmental revenues, and the public 
debt. We next studied our ways of doing business with foreigners, how 
this business affects both them and us, and the stability of our economic 
relations with foreign countries as it is influenced by public policy and by 
international politics. 

Now, in this final section, we shall be concerned with value questions, 
with questions of what ends are important, or good, or desirable, and of 
suggested ways of attaining these ends through economic planning, oi 
through policies of government. 

Most of the economic conditions and processes we have studied exist 
in, or are a function of, the imrket. They involve transactions, buying and 
selling. And transactions, traditionally, represent a meeting of minds be- 
tv'een two parties in the form of a simple quid pro quo. \et in most of 
the transactions we have been concerned with, a third party, the govern¬ 
ment has been conspicuously involved. Its involvement has varied from 
that of umpire (as when the NLRB decides that a certain union does or 
does not represent as bargaining agent the employees of a certain company), 
to that of protector (as in the conduct of the social security prograrn), to 
that of operator (as in the case of TV A), to that of creator (as when a 
corporate charter is issued), even to that of dictator (as in the use of ration¬ 
ing priorities, and allocations under the emergency conditions of wartime 
plamliim). These various forms of participation by government in trans¬ 
actions ^all outside the ordinary judicial processes of establisung innocence 
„r guilt, punishing lawbreakers, and defining the rights and duties involved 

All’(hi! injects complexity into what was described above as tradi¬ 
tionally a simple fm, q„o. But its disturbance to our minds runs deep^^ 
than that. The manifold intrusions of govcinment into w . 
tboULiht of as simple alTairs have created a mixed economy. We have neitl ei 
trcMist-fairc'libcrry nor pure authoritarian control, but we have e - 
nients of both. This makes the understanding of “ 1 "“ Not 

large on the political scene A 
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any abstract article of faith. We cannot say, with the old-fashioned liberal, 
“Government is bad, the less of it the better”; nor with the Marxist, “The 
state is everything, all power to the state.” 

But to regard government as a means rather tlian as an end is to put 
its role right at the center of the political controversies of our time. Men 
want different things from government and they differ, too, as to what 
government can achieve. Politics is the art of resolving such differences. It is 
at once inevitable, and entirely right and proper, that questions of economic 
policy—of the role of the state in economic affairs—should often occupy 
the center of the political stage. 



CHAPTER THIRTY 


The problem of economic 
planning 


The American economy in operation is a mixnire f 
operation. In preceding chapters some emphasis has been >“<> “P“" J 
of interest ” Yet, both ideally and in fact, our economy gives rise to two 
tmf of co-operation: (i) through the marlteti (r) 

tion. The remote villager lacks a bus service, the city dweller cannot play 
eolf unless neighbors in sufficient numbers desire these same things, om 
v« pro ects sl-h as slum clearance, highway development, the provision 
vast pro ects si^ and educational facilities, can be carried out only 

Trough widespread co-operation. Yet most commonly we "'X 

demand in the market, exerted by numerous P“P>^ * W*. 

„„t the co-operation J common action, 

would not work at all. In other cases p 5 

„f schools and highway.. ob|ect,ves, 

goods, many fresh neci. . „£ ,he market. Others, 

too, can be attained tiro g |,eprovided by community action 

,|ir„iigh national, state, or f improvement of the pro- 

What may we expect fiom the c -.Titia-sr,! purchase? More 

diictive arts? Cheaper goods and ^g„iee of 

highways, state parks, and other X " a^we know it to- 

oeTipation? Shorter working hours? ^'^Tpod extremes of 

day many people P™ 'TaTrsreurity against unemployment. Be- 

wealth and poveity oi b ^ Jcsirable things cannot or will not 

m.'‘:!:l:TrLmirn’dy"and effectively through the ordinary operation 
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of demand in the market, but must be provided (if at all) through govern¬ 
mental action, the idea that the government should plan the use of resources 
has been often proposed. The purpose of this chapter is to discover what 
we mean by “planning,” to describe certain types of economic planning, 
and to inquire how' much planning in the economic sphere our government 
actually does. We shall also consider some of the arguments that have been 
advanced for and against the view that we need more planning than we 
have at present. 


PUBLIC SUPPORT OF ECONOMIC PLANNING 

Complaints that our economic arrangements are not sufficiently 
planned, and pleas that the government should undertake more extensive 
planning of production and employment, have naturally been heard most 
often in periods of poor business. Proposals for economic planning in the 
United States were particularly numerous during the Great Depression of 
the 1930’s. Many such proposals were inspired by the example of Soviet 
Russia; at that time Russia \vas engaged in a series of much-publicized “five- 
year plans” and appeared (unlike the United States and other Western coun¬ 
tries) to have no problem of unused resources. The plans propounded ran 
the entire gamut from elaborate ideas for the self-regulation of industry 
(some of which were embodied in NRA), or very simple ones based upon 
straightforward currency inflation, all the way to the revolutionary notion 
that we should immediately adopt the main elements of the Russian eco¬ 
nomic system. Undoubtedly the passage of many New Deal measures of 
economic reform or industrial regulation was eased by the prevailino- senti¬ 
ment, although the New Deal as a whole was too inconsistent and insuf¬ 
ficiently co-ordinated to offer a good example of planning. 

With the outbreak of World War II the United States entered upon a 
period of genuine economic planning, albeit planning of a temporary char¬ 
acter and for a limited objective. Concentration of resources upon the 
prosecution of war required that they be allocated (by the War Production 
oard) according to a central program, and that the flow of components 
be carefully co-ordinated; these are the hallmarks of a comprehensive plan 
L^onversion of peacetime facilities to war production had to take place fast 
and new machinery had to be distributed according to clear-cut prioritiei 
tnposed from above Scrambles there were, for labor and for consumers’ 

plan. If the plan was less than perfect, yet the goods were produced, and 
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for the most part they were of the quality specified and were delivered 
on time. 

The plan used to mobilize the resources of the American economy for 
fio-hting World War II involved-or, at least, was accompanied by-restnc- 
tihis upon the individual’s freedom of action. Strategic materials could not 
be bought without a permit; consumers’ goods were rationed; prachcally 
everything was price-fixed; the war worker found himself frozen in his job. 
Many of these restrictions were undoubtedly essential to the success of the 
plan and all were thought to be so. They were accepted, and were m the 
main observed, as part of the price that had to be paid for winning the war. 


THE POSTWAR SHIFT IN PUBLIC ATTITUDE 

As soon as victory had been won, an inexorable pressure developed for 
the removal of wartime controls. The truth appears to be that people will sub¬ 
mit to all manner of restrictions, petty or severe, if they are convinced that 
the restrictions are necessary to defeat an enemy in wartime; to do other¬ 
wise would be considered unpatriotic. But once the war is over, the typica 
citizen of the United States, rightly or wrongly, seems to prefer to take is 
chance in the general scramble for peacetime jobs, goods, and customers 
rather than allow himself to be reconverted, officially if not painlessly, by 
some government agency. He thinks-again, rightly or wrong y e mows 
at leas? as much about how to bring back the piping times of W 

bureaucrat in Washington. As soon as hostilities ceased, an inexorable pres¬ 
sure therefore arose for the sweeping away of all wartime controls. Raw- 
material restrictions were immediately eased, 

free to take other employment (in fact, large numbers 1 ad no other choice) 

rafiomng of consul,,L’go"* “ 

nric'e controls were lifted during 194^’ ,,-11 • (.Uo 

In vtw of what happened in the period immediately following he 

lapanese surrender, the faith of those who believed reconversion won d 
coL about easily and speedily without “"f “^“olcrion 

ment. which had commenced much earlier 

wartime economic fsharply, and there also were 

'::r By’ and larg. however, .he rapid abolition pf wartime 
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restrictions appeared to have facilitated the return to peacetime conditions. 
Moreover many people believed that, as soon as peacetime goods w'ere again 
available in quantity, the upward movement of prices would be checked. 

In the postwar years therefore public opinion is far less favorably dis¬ 
posed toward the general idea of economic planning than it was in the 
middle 1930’s. Specific controls may still have their individual proponents. 
Because of the especially sharp increase in the price of foodstuffs during 
1946-47, many town dwellers thought that the abolition of rationing and 
price ceilings had been a mistake. Xhe sheer numbers of people w ho do not 
live in their own homes insured continued popularity'' for the control of 
residential rents. \ et, despite such e.xceptions, the popular attitude toward 
governmental interference in economic affairs is still strongly conditioned 
by unpleasant memories of w'artime controls. Economic planning may have 
been necessary to win the war, but the planners stepped on a great many 
toes. Some of the regulations w’ere of such a kind that persons affected 
could not readily see their relation to the w ar effort. Paper w'ork mounted 
and red tape piled up. The opinion crystallized, in the minds of businessmen 
especially, that economic planning by a centralized bureaucracy was some¬ 
thing which in peacetime we could w'ell do wfithout. 


This shift in public opinion betw'een the period of the thirties, w'hen 
“some kind of plan” w'as eagerly urged by many people, and the postw'ar 
period, when the greatest urgency attached to getting rid of existing con¬ 
trols and restrictions, throws little light upon the validity of particular pro¬ 
posals or programs of economic planning. It may mean only that people 
want their government to develop and execute a plan that w'ill extricate 
them from their difficulties when they are in trouble, and that they want 
their government to offer no interference to their acquisitive activities 
when such activities are yielding a rich harvest. It is clear that quite differ¬ 
ent groups of people shared, in quite different ways, in the intended bene¬ 
fits of planning under the New Deal, and each of these groups was out- 
demands that its owm interests be promoted by a plan The 
NIRA fostered planning by business groups in their own interests- pre¬ 
viously such planning would have been held in violation of the Sherman 
Act. 1 he AAA was a government-administered plan to restore staple am- 
culture to a position of solvency and profitability. There were plans in the 

elements in the community except consumers. The period of the New Deal 

-LVeTf different-even opposite 

mterests favored governmental controls or regulations in behalf of their 

respective and separate selves. The action taken itself reflects a strikingly 
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different attitude toward intervention by the government than that which 
has prevailed since the end of World War II. But whether the measures 
of the New Deal, in detail or as a whole, are properly to be regarded as 
economic planning requires consideration of what economic planning is. 

KINDS OF PEACETIME ECONOMIC PLANNING 

Centralized direction of the use of resources, undertaken by the fed¬ 
eral government in wartime, is very far from being the only type of eco¬ 
nomic planning which is-or could be-practiced. Indeed, of the many ex¬ 
amples of planning which might be cited, centralized control of the re¬ 
sources of an entire nation is one of the most complex. It was chosen as the 
starting point of this discussion because it bulks largest in public controversy 
and raises the most numerous issues. These issues will be more readily under¬ 
stood if first we survey some simpler types of planning. ^ _ 

Cominneri plans. The simplest example of an economic plan is - 
nished by the decisions of any intelligent and reflective consumer who dis¬ 
poses of a given money income. To make the most of his resources he must 
bincc his present needs agsinsr the cost of snrisfying then,. If he spend 
lo ltch for shelter, he ntey go short of food; if he renounces beer and 
movies he may be able to afford a radio; and so forth. But he must 
exercise foresight. For instance, he may decide to save some of his income, 
in order to pfovide against possible emergencies or because he anticipates 

" ^ i. Io- >• ““" ■“ 

same nccc nrlvcrtisintr whether to manufactuie for 

-r"" I ":y:ro.y“ 

,ng month, 1 ^ the other the amounts 

the one hand the txpec [ .iddition the businessman, 

allocated for various He must decide how much to 

like the consumer, nuis p . reserve for the replacement of 

spend for lescarch, how ’’’y ' j’” ,„„acrni/.e his factory. 

l)V individual consumcis. 
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Industry-v.'ide planning. It will by now be obvious to the reader that a 
prime feature of plans of different types is the reconciliation of a wide 
variety of decisions, so that they do not conflict with each other but instead 
form a consistent whole. Clearly the task of making plans can only be per¬ 
formed effectively by some individual or small group in possession of all 
needed information as to the objective on the one hand and the means to 
attain it on the other. This condition is fulfilled in the case of the individual 
consumer and of the business firm. But in the case of most industries, con¬ 
sisting of numerous firms, such a centralized planning group is conspicu¬ 
ously lacking. In an economy such as that of the United States the price 
and output of bituminous coal or of copper wire are traditionally settled, 
not through the operation of any industry-wide plan, but through the inter¬ 
action of buyers and sellers in the market. 

Indeed during most of our history industry-wide planning has been de¬ 
liberately discouraged in the belief that it would lead to the restriction of 
output and the raising of prices. This policy was reversed temporarily 
duiing the NRA experiment described in Chapter 12. In recent years agri¬ 
culture has afforded another e.xample of industry-wfide planning; how acre¬ 
ages and production quotas are set each season by the Department of Agri- 
cultuie is shown in Chapter 16. But in general the planning unit in American 
industry has traditionally been the firm rather than the industry. 

Urban planning. Most large cities have a planning commission or other 
body charged with supervising highway development, administering zoning 
laws, and similar functions. Inasmuch as such bodies often have only ad¬ 
visory pow'ers, or can exert only negative control (e.g., by prohibiting cer¬ 
tain types of development), their ability to carry out their plans is question¬ 
able and their actual planning often piecemeal. Despite the largely unplanned 
character of urban development in actual practice, the requirements of ef¬ 
fective^ urban planning afford a good illustration of the principles under 
discussion. That is, the location of different types of facilities (highways, 
bridges, public transportation, factories, office buildings, stores) should be 
so planned that the utility of each is enhanced rather than diminished by 
the location of the others. Secondly, the importance of foresight is obvious 
here also. Facilities and zones within the city should be laid out to allow 
for as much population growth as is likely to occur benveen now and the 
time when the facilities are ripe for replacement or the zones for modifica- 
tion. Other changes, such as may occur in traffic or in industrial activity 
snould so far as possible be anticipated. » ’ 

y«,al plmning. Usually city planning concerns an area described 
by the city limits; the geographical scope of planning by federal or state 
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govc-mments coincides n ith their respective jurisdictions. But sometimes e 
special planning agenct^ has to be created. Ttvo examples may be c.ted^ The 
iennesL- \-ahct'.^uthority avas established by Congress to plan the devel¬ 
opment vl tvater p.taver and navigation facilities, and to arrange for flood 
control, in a region tthich includes parts of seven states. As a planning 
ao-enev TX'A is notably superior to the city planning commissions d 
Scribed above, for it otvns and administers the resources, the ^ 

character of which it plans. So far as engineering conditions allotv c. 

be sure that its plans will be realized in practice. In this respect its 
resembles that of a business firm (which plans what it administers) rather 
than of an agenev of government (which must often P'“ 
at best by prohibition). The second e.xamplc is the Port of New . 

1 , ntv crLed by compact between the states of New York and N w 
lersev 'its function is of course the maintenance of the harbor and dock , 
md of New York City's airports. As a planning agency 't occupies an m e - 
:,«i:at: position, for-it owns some but not all of the facilities for which it 

"’“VCi'nig h Ihc smes Treumry, The planning activities of the 

rions to finance tlic acrivincN fnrther 

• 1 ^ n, furnish the m)vernnient with revenue. He may tuitnei 

taxes intended to fui tl ^ dino- as a surplus or a deficit 

plan tf) repay debt, or to revenue, expenditure, borrowing, 

is anticipated. Oliviously, co-o c . fpiture needs must be 

and debt repayment are character (e.g., 

anticipate.l,aswhen c(insmieti.in pi b Congress may intervene, this 

r if "oeXS 

Z .. .1.0 pLl is in the hands of f p, rela- 

■n,e receipts and ''“P”™"™'; " yZ the federal debt con- 

rion to the gross national product (see ^chapter a.) that 

stitiites such an important In'o.""' " . I |„,i „f business activity, 

federal fiscal policies cannot avoid "'"—’t"[j;;;,,,,, „f ,he eotin- 
aml the economic fortniies of ^ than anticipated 

try. To take a crude illustration, n tecisio .-rowing from the com- 

Z rcveinies and to (inane, the dllfctence by y' ^ j 

Ter™, banks is likely to e,vpa„d the -PI 

crease li.isiness activity, perhaps to an unhealthy fc 
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It is obvious that the Treasury cannot afford to neglect effects of this 
kind resulting from its policies. Accordingly a second type of planning is 
in question here—the planning of fiscal policy in relation to its effects upon 
the money supply and national income. Since these effects are due to the 
size of the federal budget, such planning (imlike that of the first type dis¬ 
cussed in the preceding paragraph) is possible only for the United States 
Treasury and not for state and local governments. We are dealing here, 
moreover, with a case of indirect planning, for possible variations in busi¬ 
ness activity are obviously not administered directly by the planners in 
the Treasury Department, but result (if at all) from reactions of thousands 
of businessmen to stimuli caused by Treasury policy. 

There have been and still are two sharply opposed viev’s concerning 
this type of Treasury planning. One is that the Treasury should plan its 
fiscal policies so as to interfere as little as possible with business conditions. 
Roughly this means the policy of the balanced budget. The other view is 
that fiscal policy should be used to stabilize business activity at a level which 
if possible secures full employment. Something further will be said about 
this controversy in Chapter 31. 

Other types of peacetnne planning. Of course almost any measure of 
economic policy may have planning aspects or may call for planning in its 
administration. But the more important types of planning have now been 
discussed. A few special cases remain to be noted. Certain attempts have 
been made to plan the use of natural resources, and especially to conserve 
them. As an example of indirect planning in this field may be mentioned 
the prohibition of wasteful practices, and the proration of output, in the 
petroleum industry. The states concerned do not themselves own any oil 
wells, but attempt to induce the operators, through a system of prohibitions 
and incentives, to conform to the plan. Direct planning of a limited kind 
IS exemplified by federal and state operation of parks and forests for recrea¬ 
tion and wildlife preservation. 


planning in wartime 

The planning of the use of resources undertaken by the federal ffov- 
emment during World War II was administered principally through three 

aSToffi' p War Manpower Commission, 

nd the Office of Price Administration. As already explained, the obiect of 

the e^tlr f production, together with 

the equitable dutribntion among the public of the reduced supply of con 

turners goods. Controls were indirect. The execution of the plan that is 
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to sav was not administered by the planning agency, but depended upon 
a svstt’m of prohibitions and incentives. Certain materials, for example, mig 
nrieoally be used for purposes other than war production; workers ound 
Xev could Irn more m tL factories because their peacetime employers 
were not allowed to raise their wages. Wartime planning e" 

bias other types of indirect planning mentioned above such as urban 
velopment plans or the operation of Treasury fiscal policy. 

The planing of the war effort by the federal Sf^ 

short-range j diminished need to balance the 

at alUnade ,,,, ,,.oost always the more iinpor- 

^:r';:ri:'dK turc tuc'war imght be over; then the need for the weapon 

which took time to produce would have ,,,at 

In the second place wartime planning differed from « ' 

it represented comprehensive P'™’’"®, “ip, die use to which 

War Production Hoard was not inteics resource; it was 

a single industry was put, ol t civilian economy 

interested in deteriiiinmg the resources (labor, equipment, 

could get by, and then channeling H othe> ■ 

power, and materials) into war P'-^" y;;'’:;,* .a,,,, and to allocate 

decisions Air Porce. and Icnd-lease. This is what 

r:::::: bri'i'e t-.2’t::!,t ^rtime economic planning was coinpie- 
hcnsivc. 


WHAT DO WE MEAN BY "PLANNING"? 

n. ft.. 

employed in the conduct of ^common, and thereby to 

seems worth while Vo .nquire ccc use the word "planning. 
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in order to finance some large expenditure, or merely to prevent himself 
from running out of cash before the end of the month. A city may plan 
improvements to solve a traffic problem, to expand recreation facilities, or 
merely to flatter municipal pride. The purpose of a wartime plan is usually 
to maximize the output of munitions. Being always concerned with a means 
to an end, economic planning deals first and foremost with the use of re¬ 
sources. To an individual, resources are represented by his income. The 
resources whose use a city plans may be space, or light and air, or simply 
tax revenues. A wartime plan deals for the most part with skilled labor, in¬ 
dustrial capacity, and strategic materials. Natural resources whose use may 
be planned in a conservation program include minerals, soil, timber, and 
wildlife. The resources concerned are always scarce, or there would be no 
need to plan their use. 

Co-ordination, synchronization, integration. There are many simple 
situations in which the best use of resources can be obtained without resort¬ 
ing to anything so elaborate as a plan. Planning only becomes necessary 
when the problem is complicated by the need for some further element 
e.g., co-ordination. Sometimes the means have to be co-ordinated to reach 
a given end. One obvious example is the need, in operating an automobile 
assembly line, to secure a continuous and synchronized flow of subassem¬ 
blies and components in order that final assembly shall proceed smoothly 
Obviously the necessary co-ordination of deliveries from outside suppliers 
requires planning by the firm which operates the assembly line. On a laro-er 
scale the co-ordination by the War Production Board of the use of plant 
and materials m order to secure a continuous flow of munitions may be 

Zi? centralized economic planning during 

World War II. Thus co-ordination and synchronization can only b! 

0 hri e fitTT' ^vith each 

cedure ® <>f P™- 

We have spoken so far of the need to co-ordinate the use of tvidelv 
ye resources in attaining a given objective. But planning may be just as 

eralTnT use of a single resource which must serve sev- 

Jk i- ftimetable. The capacit,- of the 
ycks IS limited, and the use made of them by various tvnes of traffic ^ 

e co-ordinated in a plan, or chaos will result. To cite ankher examole 

kan tou’lZ"' ™''‘f“"‘I "’“h more economically 

B- to achieve ail three purposes simulLousiy pl'n^ iknC 
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sarv both m dcsignino- the dam and in operating it after completion Other- 
wtse’ the attainment of one objecnve wdl interfere with that of another. 

Aiiticipcnion of the future. In addition to co-ordination either of means 
or of ends, most planning ^^■lll be found to involve a further element, i e 
foresight This element enters whenever resources are used over an ap 
pTeafu^enod of c.n.e. Indeed, the vety tvotd “planning” .s sonteuntes 
used merely to mean that deliberate attention ^^’lll be given to the claims 
Tf 1 otu i in relation to tltose of the present. Ceruinly en .ntportant re - 

1 why individuals plan their budgets is to prevent future needs from go^ 
cr unsatisfied Here planning is a means of overcoming the myopia ^Mth 
team: «ew th? fumre. Not only do future n-ds often seem 

less intense than present ones; frequently they are not exactly known. F 
our f.tresight is imperfect, and so sound planning in relation to rte fu 
1 11 ^ p for the “rainy day.” Businessmen, too, must plan ahead, 

rt n:!:;:"™:::': :;ilr replace ns equipment, the farmer pre 

sources may be needed in the future. ... ■ „pon individual, 

T.. .. “:t need to Iclnomicatodininistration 

plan is to serve. 

PLANNING BY GOVERNMENT 

P,„„;„g by individuals and by business ^ 

very imicH for granted, if indeed we Plmning by government, 

„ ::Hether or not such planning is , 1 . de¬ 
op the other hand, . acrimonious debate. Of course 

sirability of its extension is P’^ aepartments within theii 

few people object to planning ly g submission to Congres: 

own immediate administrative spht .. • f for soi 

-“1 

conservation liy die Secictaiy g recoenized parts of the nia 

program by the its reference is broadened fror 

chinery of government. Yet tnc 
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the narrow departmental concerns of a single agency to the American econ¬ 
omy as a whole, planning by government becomes a highly controversial 
issue. 

As hinted above, this contrast represents the difference between coin- 
prehemive and piecemeal planning. For it is obvious that if the Secretary 
of the Interior is given a job to do—to reclaim a river valley, let us say—he 
must be allowed to plan the job. Nobody objects to piecemeal planning. 
But suggest that some government agency—the Treasury Department or the 
Federal Reserve Board, for instance—be charged with the task of main¬ 
taining full employment, and the air is loud w ith discord. You wdll be told 
that it is not within the powder of a government agency to influence the 
volume of employment, that the Treasury will be bankrupted, that the re¬ 
sulting inflation will wipe out the people’s savings, or that the proposal is 
contrary to the Constitution. (The idea of full employment and some of 
the problems involved in attaining it will be discussed in Chapter 31; the 
real merits or demerits of the proposal are not relevant in the present con¬ 
text.) A program to secure full employment would clearly be an example 
of comprehensive planning. It would affect large numbers of people, some 
favorably, others perhaps adversely. Its very novelty may frighten'some. 
Hence the strong feelings it is likely to arouse. 

In the field of comprehensive economic planning by government it is 
appropriate to discuss proposals to plan for some such broad objective as 
full employment, or the control of business cycles, or the abolition of pov¬ 
erty, because these are the general types of proposals most commonly ad¬ 
vanced by those who call themselves planners. Yet the only comprehensive 
p anning of which we have had actual experience in this country (apart 
from a brief experience during World War I and the equivocal NRA ex¬ 
periment) was that practiced by the War Production Board and other 

agencies during 1941-45-emergency planning, not to achieve a social ob¬ 
jective, but to win a war. 


of wartime controls, already described, is sufficient 
idence of how much the average individual dislikes to be made part of a 
comprehensive plan. Must we conclude that in an economy such as our 
own, with a political system in which government must listen to the voters 

otnereetcvj'b 

AeTe^ “he”' “ld t 'r T’'’’ P“““° ‘ “"ditions. To 

.946 ha” he h ^ i-ogorared in 

4 . been both an inspiration and a reproach. They have furnished 
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an inspiration because of the magic so many people feel in the word “plan¬ 
ning”; and they have constituted a reproach because of our seeming m- 
abihty to appropriate to ourselves even a little of that magic. 

COMPREHENSIVE ECONOMIC PLANNING IN THE SOVIET UNION 

The State Planning Commission plans the Russian economy with qu.tc 
extraordinaiT thoronghness. Each industry and each 

how much it is expected to produce, how much raw ma ena rt will be 
allowed and how many workers it may employ. The whole plan is so m- 
mted that-if targets are met-each producing unit will receive from 
ome other unit exactly the supplies it needs. Such success requires perfect 
crordination, synchrmiixation, integration of all parts of the economy m 

each other. Obviously a plan of this resembles in 

great detail. The of demil, the emergency 

Rusliaif peacetime planning and out own wartime planning are 

exceptions, the Russian sta. has owm^, 

and ihetefotl has been forced to adininistei, the whole o« industry- 

nnnnufacturing, mining, rrnnspoitatmn, ■’ dele- 

cntcrpriscs, and much municipalities, co-operatives, 

gate ownership and opc a 1^ 

c,r lal.or unions; l.ut foi t _ managing 

administered more „f „,anaging a single gigantic 

Russian industry is the And 

firm-a firm even uggei ' . ’ . . undonhtcdly felt the same need 

tlic Russians, in managing ‘ ^ economy such as our own. 

fur planning tliat ^vas not invented suddenly 

:: r a::tg::“::;:w id to adniin.^ 

"’‘"'The fact that the Russian state plans 

purtant can give 1''“"' '"“'S"' 

rfula'limri't ih'ies not hav’e to caiolc or 

y a set of prohihitions. 7'^ "y'f "fthe case. Too 

wolihl guarantee the. cxccntion of the P ' ■ ' ^ „„t been 

.Ttcli, as Ihc Russians themselves have complained, fc 
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met, either because of bad planning in the first place, because of inefficient 
or dishonest managers, or possibly as a result of “sabotage.” Yet the fact 
that you can give orders to those whose actions you arc planning certainly 
facilitates things. In the United States, even during World War II, this 
was possible only to a small extent; most planning had to be indirect. Work¬ 
ers had to be tempted into war plants by high wages; manufacturers had 
to be tempted to produce munitions by giving them favorable contracts and 
by denying them materials for civilian production. 

The other main difference between our own wartime planning and the 
Russian five-year plan of course relates to objectives. Our own planning was 
improvised to meet a specific emergency—the need for rapid conversion of 
resources to wartime uses. The obstacles it met suggest that it could never 
have been carried out except in the light of that emergency. By contrast the 
comprehensive planning of the Russian economy was not undertaken with 
any special objective, emergency or otherwise, in mind. As has been ex¬ 
plained, the need for economic planning was a by-product of the state own¬ 
ership which followed the revolution. 

Later, as the Soviets became convinced that the rapid industrialization 
of the country was necessary, both for a rise in the standard of living and 
for an increase in the country s military potential, great advantages were 
seen in making plans five years at a time. The Russian government deliber¬ 
ately diverted large resources to the construction and equipment-producing 
industries, and the Russian economy probably devoted a much larger frac¬ 
tion of its income to accumulation than would have been possible had de¬ 
cisions to save rested with individual consumers. 


WHAT CAN WE LEARN FROM SOVIET PLANNING? 

Just as centralized planning of production is the natural consequence 
)f state-owned enterprise and is indeed necessary to the efficiency of such 
merprise, so comprehensive planning of the entire economy is seldom en- 
Muntered among nations where private enterprise prevails. In the United 
>tates (at least in time of peace) the mutual adjustment of supply and de- 
jtand the allocation of resources, and the decision as to what shall be pro- 
luced all occur through the everyday operation of the market. The L- 
tam have to plan; it is the only way they can operate their economic 

red'c ” ' “”'7 “ P>“ co-'P^hensively, and 

me em::;ency" 
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Sccondh-. comprehensive planning of their economy is much easier for 
the Russians than planning of our economy is for us. For we have a differ¬ 
ent kind of cconomv. Here planning must be indirect. The planners, that is 
to sa\-, cannot order so-and-so to produce such-and-such. They have to at¬ 
tack the problem indirectly by making regulations-and regulations can be 
extremely irksome, especially in peacetime. Indeed, we may assume as a 
matter of practical politics and administrative feasibility that comprehensive 
economic planning is unattainable in this country without the adoption of 
state socialism, i.e., state ownership and administration of some large pro¬ 


portion of our productive resources. 

It cannot properly be assumed that, because the Russians regard over- 
all plannini/ ». highly, it "Oiild ) icld equal benefits if «e adopted it. In 
fact the Russians, having no frcc-n.arltct nieclianisni, v,mt allocate resources 
ccinrallv. We, on the otlier liand, liaving a frce-inarket system, can allow 
the market to perform the task on our behalf. Vet the issue is by no means 
open anti shut. The market svorks badly on occasion-for instance, when 
iponopolists get control. Planning can lead tt, inefficiencies of great magni¬ 
tude, as the Russians have found out. But probably in the last resort mos 
Americans ui.uhl reject as a permanent and controlling idea, the veiy giea 
concentration of pou er in the hands of a single government agency spieh 
ihis kiiul t.f planning requires. In principle such power might he stib)ec 

, locrati contnd (as'it ,s not in the Soviet Union); yet the surest 
pi-event the abuse of power is to keep it dilTused, as it is diffused under 

'’r::::::r:;::;tti::::frq::::oning whether ,he 1,™^.- 

tion Ilf coiiipreheiisive eel.. pi.. in the United States woffid be 

Ctorth the cost. Ihese can be seen by asking onrsyes 'h- 

erd objectives we woultl ht.pe to gain by its introduction, for the Russi 
tlailiiiilg is a necessary con'eomitant of an economic 
Late osLiis the means of prothiction, in which cverybt.dy wolfc ft'' 
or salary and no one receives inconie from P'"Pyy’^ ^ 

private profit docs nor exist. I he inatiguiation o ^ „seful 

,„ai„ objective. The planning caliie priorities 

for ac hieving the rapid industriahvation ' different f,-on, any 

ill the.net of socia.jectives were ' ,eL S ^ What the; 

dav. tliat of the Soviet Union. 
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CAN CENTRALIZED PLANNING SERVE OUR OBJECTIVES? 

Numerous objectives of economic planning might be listed. Some of 
these would be general or comprehensive in character, such as the abolition 
of poverty (in some defined sense), the maintenance of full employment, 
or the institution of a thirty-hour week. A second kind of possible objective 
would be more limited in scope, and M ould affect only certain areas or in¬ 
dustries: the duplication of the TVA in other river basins, the construc¬ 
tion of a nation-wide system of express highways, or the elimination of slum 
areas from our larger cities. 

We have seen that this second kind of objective requires planning for 
Its attainment-extensive planning-but planning which, in the United States, 
occurs within the scope of the market system. Comprehensive centralized 
economic planning is not involved in such proposals, and planning as it is 
understood in the Soviet Union offers no guide to their execution. U Soviet 
experience with a planned economy has anything to teach us, it should be 
in connection with planning for some such general objective as, say, the 
maintenance of full employment. Let us look at the matter a little’ more 
closely, and see how the Soviets plan a job for every Russian citizen 

The industrial labor force of the USSR (excluding farm workers) was 
a out 31,500,000 in 1947, and is expected to rise to 33,500,0*00 by 1950 
when the current five-year plan comes to an end. On the basis of pLt 
experience and alloMung for probable increases of productivity in the fu- 
ure, the Planning Commission can calculate that these workers are capable 
If producing so many tons of coal, so many tons of steel, and so forth 

rucbTnVso’' converting these raw materials into so many 

rucks and so many tractors, so many rator blades and so many hydro- 

lectric generators. Obviously a policy decision has to be taken as to the 
e ative importance of different final products, because more of one A no 
leans less of something else. In the current, as in previous five-year pkns 
irge amounts of output will take the form of capital goods incLlL 
mlding constniction. Principal stress is laid upon the^induitrial rehabiur 

n of the areas of western Russia which were invaded by the Germans and 
pon the further industrialization of the Urals. c-cmans, and 

Of course the entire plan must hang together Tt Jr nnt- u 1 

|e output required of, say, a steel plant should be'feasible in term! of its 
ivn manpower and equipment. Smooth working- of tbp n1. • ^ 

rear many ..musts'h iron ore producers must be a 1 otV“” " “ 
«ent coa, and electric powL must be availab^lltir:^^^ 
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tcni must have adequate capacity, and fabricators must be prepared to 

utilize the steel once it has been manufactured. 

\\'hen all these necessities have been met, when every piece of the 
plan has been dovetailed with every other, and A\hen all the necessary cal¬ 
culations have been made, the finished plan is approved and published. 
Doubtless the best efforts of the entire labor force will be required; by 
inco coal output will be 51 per cent above prewar, steel output 35 per cent 
electric power output 70 per cent, and so on. To judge from the results 0 
previous five-year plans, some of the targets will be surpassed, others vtull 
fail of achievement. Not every Russian will be provided with a )ob of the 
kind he prefers, or one which uses his highest skill. Many workers may have 
to go long distances to find employment, and new plants will sometimes 
be Lished before housing facilities are available for the workers. Russians 
may still have many subjects for complaint, but large-scale unemployment 

is not likely to be one of them. . 

TI.C r’casoi, wl.y the Russians will give practical effect to the plan is 

plain Russian indusfry is controlled and operated hy the same 
L'do the planning. Provided that the plan is within "’<= P'V' 
of the Russian economy, the government can order the plan to be execute 
„d h uovermnent will-in the niain-he obeyed. Often, of course, in deal- 
g li,individual worhers, the government will prefer to temper com- 
nid with persuasions the scope for incentive 
is still further increased m the present plan. ^ et the g 
factories, of railroads and construction enterprises, take then ciders from 

the very people who drew ic planning were 

|,et us see " ^ ^ achieving the oh|ect proposed, 

Pciintiniied full naillinn 

United States (including Yvery nearly all of these workers 

persons. As this is written (late m 194 ) Y J ,educing. Yet 

are in jobs, and wc know fairly ^ engaged five years 

we would not expect or wish every one ^ occupations, 

Hence in exactly the same ways as they mx ^ 

particularly in manufacturing, nc ^ industry, 

lease wfirkers; in other lines, for employed. If we 

more workers arc likely to )e ncct cc during the next five years, a 

leave the American economy to its own , ,ot certain 

lufficient . employ all sixty million persons. 
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Suppose, therefore, that we construct a five-year plan for the United 
States which calls for the employment of just sixty million persons in pro¬ 
ducing specified amounts of all the various things industry turns out. This 
is by no means an impossible task. Already several enterprising statisticians 
have estimated in broad outline the future productive capacity of the Amer¬ 
ican economy. The National Planning Association, for instance, predicts 
that our potential output in the early 1950’s will be around 45 per cent 
greater than actual output in 1941. Indeed, the Association has gone fur¬ 
ther than this, and has indicated the kind of redistribution of the labor 
force which we may expect, and even roughly the kinds of goods that will 
be needed in larger quantities, and the kinds that will not. There is no 
doubt that, given some general directives and a suitable statistical staff, a 
governmental department could draw up a plan for the evolution of the 
American economy over the next five or ten years-a plan which would 
employ everybody, would make suitable provision for capital replacement 
and expansion, would be internally consistent, and would, moreover, con¬ 
tribute to many desirable social objectives (e.g., slum clearance, highway 
development, and so forth). 


CENTRALIZED PLANNING AND PRIVATE ENTERPRISE 

What prospect would there be of putting such a plan into practice? 
n the United States, decisions to hire workers, to purchase materials to 
iroduce this commodity rather than that one, are made by thousands of in- 
hvidual businessmen, none of whom would have a clear motive for adapt- 
ng t eir actions to fit into the plan, especially if (as would sometimes hap- 
>en) the plan ran counter to their interests. In the Soviet system the oppo- 
ite number of the American businessman-the plant manager-is a pL 
gent of the state; he follows the plan or he is fired. The contrast is com- 

In the United States industry is owned and operated by private indi- 
iduals and corporations, not by government. Therefore, cemfalized plan 
J cannot be applied directly. Conformity to the plan can be oLained 

‘rials ^ price-fixing, rationing, the allocation of ma- 

. als, the prohibition of certain types of activity. That is precisely how 

ethod. Regulations are difficult to enforce. Despite the creation of aTos 
f new crimes, conformity to the plan cannot always be guaranteed It 
. any case difficult to imagine circumstances in peacLime 0”“*: 
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public ^^•ould submit even to the comparatively mild curbs upon its eco¬ 
nomic activities \\-hich M ere imposed during- World War II. 

Some further consequences of the abandonment of the market as the 
mechanism for allocating resources to different uses should be noted. Cen¬ 
tralized planning necessarily involves partial renunciation of the sovereignty 
of the consumer. To some extent at least the planning agency M'ould find 
that it had to underM-rite losses of businessmen in return for their allegiance 
to the plan. Under present conditions in the United States the adaptation 
of production to changes in consumers’ demand, and the correction of er¬ 
roneous anticipations concerning demand, are forced by the ° 

ruptcy. Under the conditions envisaged, such changes \vou lequiie a 
revision of the plan itself. Obviously adaptation to the evants of consumers 

would occur much more slowly than at present. S.m.lar W 

to the case of technological advances. The plan itself would no doubt al ow 
or anticipated increash of productivity. Yet technological - 

occurs unexpectedly. Because of the need to revise the plan, it is t nltoly 

rhat inventimis would be adopted as rapidly as under our P-gyV _ 

It should not be supposed that the Russians are unaware of these 
adva rages of centraliid planning, as opposed to dependence upon 1 
n retlystem. The point i^ that, in fulfillment of a P° ^ 

Russians turned all industry over to the state. They abolished the n.ecn 
r 1 1 r Roth the need for a comprehensive economic plan, 

through the u„i„d States comprehensive 

To summarize, it may be sa ‘ , ■ peacetime) and far 

economic planning is both less y), j,,, <,„cstion with 

more difficult to carry out than m ^ 
wluch we started has no. been ftil y 

social objectives, the atlainiiicnt o i.upussibic without cen- 

.„.,„ity, anti toward winch progress is diffi „ p,, , eareftil 

tralizcd pla.. A full ^J '^ ^ ight be'reached, with 

elements of .such an answer. 
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The form of the above question is prompted by the considerations al¬ 
ready outlined: that the substitution of comprehensive government plan¬ 
ning for market processes is not a good thing for its own sake, that such 
planning is not called for (as in Russia) by administrative necessity, and 
that in an economy such as ours such planning is extremely expensive (in 
terms of buieaucratic control) and not very efficient (since control is in¬ 
direct). What then is the minimum amount of planning called for by vari¬ 
ous possible and desirable social objectives? This question naturally leads 
to another; which objectives are worth the price involved in planning for 
their achievement? 


THE OBJECTIVE OF FULL EMPLOYMENT 


Let us begin with the example cited in the above discussion—the ques¬ 
tion of full employment. It is obvious that, subject to the existence of suffi¬ 
cient workbenches and tools, a comprehensive plan on the Russian model 
can furnish jobs for the entire labor force. Such a plan may not be able 
to furnish the kind of job preferred by every worker in the locality which 
he chooses; yet some kind of employment it can certainly offer him. Is 
there any way in which the same result can be assured through the ordi¬ 
nary processes of the market as those processes have developed in our own 
economy? 


The market system performs two functions: it creates jobs and allo¬ 
cates resources in response to money demands by ultimate consumers. And 
It also determines, through the flow of incomes, how large the aggregate 
money demand will be. It settles, that is to say, how many jobs wilf be 
rested and how large an amounr of resources other than labor will be 
usy In more precise language, the mechanism of the market simultaneously 
termmes the distribution of resources among industries, and also the leve^ 
of business activity as a whole. If jobs are not available for all who want 

adriateh" 'a c”' t i' T'™ “ 

adequately. A central planning agency may achieve full employment in 
Its more cumbersome fashion, by setting the number of jobs there should 

u™brof‘iobs'B T “ consequence the total 

number of jobs. But a very large number of possible errors is imolicit in 

™ce'"h^ Plannmg agency would need to know in ad¬ 

vance how much of each kind of commodity and service would be d 
oanded at prices which would be appropriateTn relation to ealh “her 
Why should we not reverse the method of such a planning agency de 
ade how many jobs m the aggregate we can fill (or ultimaLy, neei re 
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fill) and then see to it that the level of business activity" is high enough to 
cmploN- that number of ^^■orkcrs' If this could be done, it would involve 
tlie plmtning of aggregate money demand, and nothing else. The distribu¬ 
tion of demand amom^ different industries, and the location and character of 
individual jobs, vould in that case be left to determination by the market 

s\-^tem as before. _ 

Can w e decide the total number of jobs to be aimed at without hist 

pknni',,;; h.AV nianv «-..rlcc,'S shall produce steel, how many operate rail¬ 
roads hoee mans- hccomc doctors or dentists? We can do so provided we 
ean inllnence total money demand for output-provided, that is, we can 
fix oross national product at an appropriate level. For gross national prod- 
iietCthose composition was described in Chapter 7) is another name for 
the total amount of goods and services produced by everybody who is em- 
nlovcd It is illuminating at this point merely to indicate briefly the lai 
lumber of w ays in xthich governiiient policy inevitably impinges upon the 
demand for goods and senuces, anti so influences the sire of gross national 

nrmlucr or the level of business ncnviiy. 

hirst governmeiit itself buys niiich of the product in the form of seu- 
ites of tliiise w ho Morit for it tlirectly. Second, public ua.rlts eonst.uction 
,„„| „tlier government expenditures iiitlirectly employ large numbers 
St. FI nl, siibsitlies alid activities of government lending agencies in- 

iifs,ailment cre.lit, Wbetlier in .if a\i„licy 

nicitt can influence total spending .lie at e . „ 

of full employment is n (luest.o.t we shall not attempt 

forms muchof the subject ni.utci of (Ta| ' 3 t using the kind 

Ctinltl a program designetl to f"" „ff p.-ubably we 

■' "'.’"“r" iiTi, o, —-- ■'s 

'involve foresigli. anti ^ Yet, if 

co-ortlination t.f the ptdiccs of el irccnt g ^ ^ ^ ..economic 
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in scope and in method, from a Russian five-year plan. Indeed, in planning 
for full employment along the lines indicated, little if anything is to be 
learned from Russian experience or from our own wartime planning. 


OTHER DESIRABLE ENDS 

To what extent can other possible social objectives be attained with¬ 
out comprehensive planning in the Russian sense? The more general the 
objective, the more difficult would the task appear. Yet few if any ends 
would seem to be served well by planning which concerns itself with the 
detailed allocation of resources and supersedes the market system. A few 
examples will be chosen. 

The elbnination of poverty. Perhaps the broadest objective likely to 
commend itself is the abolition of poverty. However poverty may be de¬ 
fined, Its elimination must involve larger incomes for those currently in the 
lowest income brackets. This implies either a larger and more stable na¬ 
tional income, or a national income more evenly distributed, or both. So 
far as a larger and more stable national income is concerned, much that 
has been said above is relevant. The successful application of a full employ¬ 
ment policy would eliminate income losses caused by business depression, 
and would push average national income as high, over a period of years 
as existing techniques of production allow. Beyond that the size of the 
me on can be increased only by further improvement in production meth¬ 
ods. If we wish to plan for such improvements, we should make appropria¬ 
tions for research. ^ 

ffiroiKTh^^^*^^ although not perhaps eliminated, 

-hrough more equal distribution of the existing national income. The most 

-onvenient way to reduce the inequality of incomes is through progressive 
ya ion. Yet we should not forget that the abolition of unemploZn 
vould m ye recent past have offered more scope for reducing povertv 
ban would eyn the most thoroughgoing redistribution of inconfe There 
ore we should guard against the risk of carrying progressive taxation so 
y that It might interfere with the full utiUzation rfLfurces. Other ways 
raise the real incomes of poor people would be through reduction of tL 

““Fehensive pLisions for soctj 
inn 1, appropriations for low-cost housing. This brief discus 

™ shows that possible avenues of attack upon the LbleL of 
re numerous, that they involve laroe ouesMoL f f ^ P 

lanning, but that cenLuzed confLc ZL. af "b" 

.echanism of the market offers little, if anZdlZ " 
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Reduction of -icorking hours. Another much-discussed objective of 
public policy is a shorter vork week. As productivity increases, more lei¬ 
sure and larger incomes ma\’ be thought of as rival claimants. The same poli¬ 
cies vhich yield a larger national income, could be made to yield more 
leisure instead. To elevate the shorter tvork week into an object of policy, 
apart altogether from a larger national income, is to argue that the balance 
has been tilted in the wrong direction and that workers would piefei — 
nov-to have more leisure and less income. It does not seem likely 
tliat union officials have so far failed to rcilcct the views of their constit¬ 
uents as to allow this to happen. We may conclude that as social objectives 
a shorter work week and a larger national income are the same thing, or 

at least arc to be attained by the same route. 

More specific objectives that could be mentioned are of course numer- 

nus Better housing, improved highways, more parks and playgrounds, ex- 
nniKk.! hospitnl Ucilitics, t’l'catcr safeguards t,. public hcalth-p.ecemeal 
planning f..r sucli objectives is obviously compatible with the market mcch- 

anism, and need not be further described. 

The drift of this discussion suggests that centralized economic planning 

which supetseilcs the market in the allocation of resources spuld not on'y 
be very difficult to carry through in peacetime, hnt would also be of shg 
assistance in attaining the more commonly proposed ol,|CCt.ps of ^ib jc 
,„licv. The centralized planning of the American economy during Wo.ld 
War'll had for its objective the emergency diversion of resources on a vas 
scale Planning partly took the place of the market mechanism ,n order to 
effi t the ira , fornuition within the shortest possible time In peacetime 
:,w problems encountered are of a different sort, and wartime experience 

offers little guidance. 


PLANNING VS. POLICY 

If planning cannot usefully supersede the market 
citing resources ainoiig different uses, nnist it be confined to p.ee niea 
Sivlfor instance: the elaboration of a flood control ffie 

Mississippi Valley? Should wc be satisfied with the assurance that each m 
Hividinl project is well planned? Or should we demand of our govein. 

that it infegtate plans for "’'fte rde^gov^nient, it is 
Insnfar as prnjects involve ® f revenues and 
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penditures be related to each other and to future budgetary burdens. In¬ 
deed we may go further than this and say that maximum benefits from 
many types of expenditure can be obtained only if federal, state, and local 
outlays are planned together. 

Does the need for integrated planning go beyond the principle that 
expenditures on different projects should be related to each other? In the 
example of planning" for full employment, given above, no fewer than five 
separate routes A\ ere listed through which the policy of some federal agency 
night influence the volume of employment and the level of the gross na- 
:ional product. From the viewpoint of employment planning, the large num- 
ler of points w'here federal policy impinges upon the employment situa- 
:ion may perhaps be considered an advantage; the armory may be said to 
contain more than one weapon. But the picture can also be viewed from a 
lifferent angle. Suppose instead that we do not have a plan for regulating 
he volume of employment, but decide we wish to leave the level of busi- 
less activity to the mechanism of the market. If we think that the federal 


government, simply by forgetting about the problem, can avoid influencing 
he level of employment, we are greatly mistaken. For the five routes are 
till open, even if their use goes unco-ordinated. The Civil Service Com 
aission is hiring workers; the Public Works Administration is signing con¬ 
tacts for construction; the Export-Import Bank is financing the export of 
lachinery; the Treasury and the Federal Reserve Board, in the course of 
leir day-to-day operations, cannot help but influence the credit situation, 
ad therefore the level of private investment expenditures. 

Of course the mere fact that the government has policies which in- 
uence prices, production, and employment does not necessarily mean that 
lese policies are planned. When the Civil Service Commission hires work- 
-s, Its first thought IS for the administrative needs of government agencies 
at for the effect of its actions upon the labor market. When the Public 
Adm.n.tration signs a contract for a highway project, it thinks of 

^ whether the funds can be obtained without causing inflations^ pros¬ 
es. The business of the Export-Import Bank is to make it easier for^for- 
^ere to pay for American goods; it has no specific responsibility to view 
tr international transactions as a whole, or to consider their effect upon 
isiness stability. Aleanwhile the Treasury scans every proposal for its^ef- 
ct upon tax revenues or upon the cost of servicing tL public debt tat it 
ves little thought to the effect of its policies upon the volume of credit or 
e price at which corporate bonds can be floated. 
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THE NEED FOR CO-ORDINATED POLICIES 

It is sc;irccl\' surprising' th;ir n dciii'iind should have arisen for the co¬ 
ordination of oovcrnincnt policies—federal, state, and local—as they affect the 
economy at Targe, v ith special reference to the possibility of stabilizing 
the level of business activity and the volume of employment. Here, surely, 
is an opporrunitN- for economic planning. This \vould not be centralized 
planninur of production in individual plants and industries as in Soviet 
Russia. Kcsources vould still be allocated, as they ordinarily have been in 
this country, through the mechanism of the market. But the impact of gov¬ 
ernment upon the market would be planned with a view' to influencing in- 
telliitently the level of economic activity. The policies of different agencies 
andVnirT of government would l.c so co-ordinated that their effects would 

cease to cancel, and begin to reinforce, each other. 

Hiis iileal has not \ et been realized. The reason is that until recently 
we failed to notice the powerful but unintentional effects of governmental 
policies upon the life of the economy at large. Wc did not realize the need 
f„r co-ordination. To some extent, too, the establishment of the Federal 
Reserve System contributed to tliis lack of awareness, lor long it was 
thought t.; many, especially during the ip-^’s, that the control of credit- 
new ccntTalr/ed' in the f ederal Reserve Board-furnished the key to the 
maintenance of economic stability. Otliers claimed that power lay with the 
Treasury and the Reserve S>'s,em acting in concert-altlmtigh the tuo 
agencies have more than once followe<i plainly contradictory policies. We 
sit,II see in Chapter 3. that the Council of Fconom.c Advisers, hi-st ap¬ 
pointed in 194C may perhaps become an agency for co-oidinating gov 

nieiit policies in the economic Held. 

It will I.C apparent t.. the rca.icr that in cennonne matters planmng 

an, I nnlitv arc cinscly rclatt.l, yet planning is something more than policy^ 
i-ert inly planning can hcco.nc a strait jacket, a Procrnstcan " 

which an llsscr ohjecives arc sacrilicctl to a single end. P 

in the .Soviet Union has sotneri.nes assumed tins appearance. ' 

en sIwn at length that the ....of centralized economic pi n- 

the Kiissiin niodcl for the market tnechanism as we know it in the 
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cies relates to their co-ordination and integration. Since different policies 
inevitably affect business activity in many different ways, often by devious 
and unexpected routes, the need for. co-ordination is plain. 

In this chapter we have been concerned with full employment only 
as a possible aim for planning. In the next chapter it will become the main 
topic. 



HAPTER TH5RTY-0NE 


The question of full employment 


MPLOYMENT AS A SOCIAL IMPERATIVE 

In primitive speictics iraiivijuals, families, or small groups themselves 
.lodtiec most of what they consume. Conmionly under such c.rcumstanccs 
rbor is not vety product,vc and the level of living, ,udpd by our osvn 
tandards, is low indcctl. ISut there is no “pi'oblem of employment in sue t 
n economy. The sin,pie tools, the plow and the ax, are ar evetyones 
dbow; each intl.vidual works just so hard ami produces ,ust so m ch s 
,c chooses. If any able-bodied |,e,-son is without a |ol,, that must be b - 
ause he piefcs leisure, not because he lacks oppo.tun,t,es to work. To b 
nre the family o,' tribe n,ay discover that the idle a.'e sappmg the wealth 
,udust,lus, a. .tie. eve,, prhuitive con,,, ities ";ve ,e,r pan- 

hi be fainy easy\„ ,„al<e and enforce a rule that each able-b„d,ed 

men,her sl„,„!d be responsible f<„ his own s„p| bin'e-ent Prac- 

|„ „,„,|er„ industrial conununities tl,e s,t„at,„n ,s tpute d,fle,ent. 1 

,ic,llU,obody Is self-sullicient. Almost everybody produces for a market. 

. . ,„L ... work for an employer in ,-et„rn for 

A,„| the „.e,'of jobs available tiepemis upon how many people at the 

... rates of wages it is prolitabie for e,,,,d,.yers „-e 

We saw in Chapletthat perrods of actrve trade o, eren 
,i„„s have alrernaletl during the course of yea,'s wath perrods of d p 
b,loess or ‘‘bar,, times.-... for 

crrespomlrngly. In ... periorls most ^ „f p,,,,,,. l„ 

i::,: ::l:is'the s,,^ ..f iol,s. nre prob,c.. unemployioent ,s there- 
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fore intimately connected M'ith that of business-cycle fluctuations. Yet we 
are not justified in assuming that, if we could “fill up the troughs” disclosed 
by business-cycle movements, the unemployment problem would be solved. 
For there is rather clear evidence of the persistence of some degree of un¬ 
employment in years of peak business activity such as 1937, and even 1929. 
It is an ironic commentary upon our civilization that it apparently takes a 

major war and its aftermath fully to release the productive capabilities of 
the nation. 

To the minds of many citizens, especially if they are old enough to 
remember at all vividly life in the United States during the early 1930’s, 
fluctuations in employment have seemed to offer a challenge. There has de¬ 
veloped a widespread desire that steps might be taken to insure at all times 
an adequate supply of jobs, a demand for labor sufficient to employ every¬ 
body (or almost everybody) who seeks a job at the going rate of wages- 
in other words, a condition of “full employment.” Boom conditions during 
md for some years after World War II made the problem seem somewhat 
less urgent than it had formerly appeared, yet it came to be widely agreed 
hat the maintenance of an adequate volume of employment is an appro- 
jriate objective in a civilization which values efficiency, justice, and hu- 
nanitarian ideals. There is not, however, any corresponding agreement as 
o how this desirable state is to be achieved. Differences of viewpoint arise 
rom differing degrees of willingness to take risks and make sacrifices for 
he objective named, and-most important-conflicting beliefs as to how the 
conomy operates and as to which among the numerous economic factors 
re the “basic” or even the “proximate” causes of unemployment. 


HE CONCEPT OF FULL EMPLOYMENT 

It is generally acknowledged that full employment cannot, under any 

ork and is able to work will have as much as he desires of the kind of 
ork he prefers. Even at the highest attainable level of employment there 
lay be men and women who want to work, but cannot^fiL a iob at 
ages, or with working conditions, they are willing to accept. Such indi- 
dnalsjt a higher value upon their services than the community does- 
y hoose not to work at the gomg rate of wages for the type of labor 

an 7''']“’°*“’ 7 is therefore voluntl^. 1„ addi- 

n to ruling out of consideration those who do not choose to^work we 

ive to pay some attention to the question of unfilled jobs Just as the’ 1 

nployment of persons who are willing to work at tl going Z 
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indicates a deficient demand for labor, so the existence of work vacancies 
A\ hich cannot be filled at current wage levels suggests an excessive or in¬ 
flated demand for labor. 


For the purposes of this discussion, full employment will mean that 
the total number of work vacancies equals the total number of workers 
seeking jobs but unable to find them. This definition assumes that the vacan¬ 
cies are not numerous in relation to the total number of jobs, and that they 
offer the going rate of wages and other working conditions about equal to 
prevailing standards. It assumes equally that unemployed workers are not 
numerous in relation to the total number of workers, and that they would 


accept offers of employment at going wages and with normal working con¬ 
ditions. Why, the reader will ask, do not the unemployed workers immedi¬ 
ately fill the vacant jobs? Unfortunately, unfilled jobs and unemployed 
workers may coexist for many reasons; distance, ignorance, lack of corre¬ 
spondence between skills sought and skills available. Such reasons may sep¬ 
arate would-be workers from potential employers. Because of such “fric¬ 
tional unemployment” (see below) full employment has to be defined in 
this roundabout manner if it is to make sense as a policy objective. 

Full employment, so defined, matches joblessness with unfilled jobs, 
but docs not require that every worker have a job equal to the best he ever 
held. Thus, under the terms of the definition, there could be full employ¬ 


ment even tluHigh there were workers holding jobs, or willing to accept 
jobs, less desirable from their viewpoint than other employments for which 
these same workers arc qualified. Thus no net unemployment would exist 
if, for example, men capable of working as toolmakers are employed as 
routine machine operators even though the number of toolmakers might 
happen to be larger than the number of jobs for which workers possessing 
those skills arc currently sought. Moreover, if the toolmakers refuse to 
work at some less skilled occupation (though qualified to do so) xvc should 
have to regard their unemployment as a matter of choice. Excesses above 
c urrent re(|uiremcnrs of men having special .skills may occur cither 0) 
caiisc of technological changes or (2) bccau.se of mass .shifts m kinds o) 
productive activity such as occur on the largest .scale when a nation equip: 
itself for war or concludes a war. Such excesses, due to both cau.ses, an 
likely to be with us for a long time as a result of World War II. 


SPECIAL TYPES OF UNEMPLOYMENT 

Anv classification of the kinds of unemployment is almost certain t< 
|,c i„ M„nc .ICRICC unsarisCictory; the circumstances m whielt people sec 
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jobs and cannot get them do not follow a fixed pattern, and overlappings 
of categories are inevitable. In the classification used here, types of unem¬ 
ployment are defined according to the conditions that directly give rise to 
them; such conditions may also he strategic points of attack for appropriate 
employment policies. 

Transitional nnemployvient. This describes the situation of workers 
who have left one job in order to accept, or to seek, another. It is a “job 
turnover” which corresponds for workers to the “labor turnover” experi¬ 
enced by employers. It is a temporary condition for the workers concerned 
and yet, since there is continuous movement of this kind—stronger as full 
employment is approached and weaker as employment recedes—it results 
in a fluctuating hut continuous volume of joblessness. To the extent that 
workers delibeiately take a rest between jobs, transitional unemployment is 
of course voluntary in character, and therefore without interest for this 
discussion, 

Seasotial unemployment. This occurs in those industries in which the 
volume of work varies W'ith the annual cycle of changes in the weather and 
changes in fashion, or with seasonal variations in the intensity of business, 
such, for example, as occur in retail trade just before and just after Christ¬ 
mas. The most direct way of eliminating seasonal unemployment is for the 
industries concerned to develop out-of-season business, or for industries to 
complement each other in seasonal activity so that workers seasonally un¬ 
employed in one industry can find seasonal employment in another. The 
distribution of ice in summer and fuel in winter by the same individuals is 
a familiar example. Again many workers in Northern summer resorts find 
occupation in Florida during the winter season. In Switzerland and parts of 
Italy many farm workers regularly find winter jobs in local industries or in 
household handicrafts. Employers and labor unions, working independently 
or co-operatively, probably can deal more effectively with these seasonal 
ups and downs of employment than can public policy, although it is clear 
that public policy can smooth the way for dealing with them. The use of 
combines for harvesting and threshing grain, and of the mechanical picker 
for gathering cotton, which have reduced seasonal employment peaks in 
agriculture, are examples of action by employers. The clothing trades, long 
blighted by violent fluctuations of activity over the year, have succeed^ 

through mutual efforts of employers and unions in maintaining much more 
stable levels of employment. 

“Bottleneck” tmcmployment. This occurs because of a scarcity of some 
essential service or material, or because of a disturbance at some point in 
sequential productive operations. For example, soon after Pearl Harbor 
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there arose a scriovis scarcity of toolmakers, a group of skilled woikeis that 
cannot quickly be enlarged. While the toolmakers Mere fully employed, 
entire industries waited impatiently for the “retooling” that would convert 
them to war purposes, and hundreds of thousands of unemployed M orkers 
w aited also for the jobs that could not be offered them until the retooling 
was completed. Thus the effect of the toolmaker bottleneck was to thwart 
employment, in the sense of slowing up the development of work oppor¬ 
tunities. In other cases bottlenecks may thrown people out of existing jobs, 
for instance w hen industrial raw^ materials are made inaccessible by a war 
or made scarce by a natural catastrophe such as a drought or an earthquake, 
Still other bottlenecks are created when strikes or lockouts in some 
industries interrupt the flow of goods or services needed for the operatior 
of other industries. Consider, for example, the extensive dislocation whicf 
results from an interruption of coal mining or railroad transportation. Mud 
of the unemployment due to bottlenecks would not yield to any kind ol 
employment policy. It is clear, however, that the stockpiling of stratepc 
materials can mitigate it somewhat, and that regular methods for mediatint 
or arbitrating industrial disputes in “basic industries” can prevent somi 
bottlenecks from occurring. 

l■rjctio'ml micmploymait. This occurs because workers are not per 
fcctly interchangeable <,r perfectly mobile, so that, although employer 
are seeking unsuccessfully to fill jobs, the workers seeking jobs are nrto 
the right kind or in the right place to fill the jobs that are offcietk Tiu 
workers arc involuntarily itilc even though there is an unsatisfied de.mn, 
for labor ranging up to full employment as defined above. A secondar 
cause is that neither workers seeking jobs nor employers seeking ivorkci 
have perfect knowledge of their marker. I>.>lieics appropriate to this fott 
of idleness wotild aim at increasing the occupational and geographic nit 
bility of labor ainl at iiiakliig knowledge of the labor market more tea i 
available, l•■rictional uiiemploymciit ■merges into the nest caregory. 

Stniciml Whereas frictional unemployment restil 

from the slowness of adaptation tt. gradual, often iinidentihab e changes- 
the economy, structural uiiemployinent is caused by a well-defined r 
often far-reiiching change in its •'structure” or character. I'leiiucntly s 
lu, employment intolves a net decline in employment opportunities, winch 
tinact oni|.anied by a corresponding increase of unit led vacancies. Son e , 
the more important con.litions of structural unemployment are consKlet. 

'‘'''T' (lunges in the demand t.f consumers for specific goods. Sotuetini 
such dianges are a matter of fashi.m; the disappearance of the powden 
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wig must have put many wigmakers out of work. Sometimes they are the 
consequence of the development of a new invention, as with the decline in 
the demand for carriages on the advent of the automobile. Of essentially the 
same kind, though on a vaster scale, arc shifts over the years in the urgency 
of the community’s desire to possess w’hat it takes to fight a war. \^iewed 
thus, the industrial mobilization program of 1941-43 and the reconversion 
program of 1945-47 represent governmental efforts to ease the consequences 
of, and hasten adaptation to, structural changes in which the economy was 
first twisted out of shape to satisfy the needs of war and then twisted back 
again to serve the needs of peace. 

2. Changes in the location of industry. Movement of an industry from 
one locality to another leaves involuntary idleness in its wake. The critical 
idleness of whole communities of textile workers in New England and the 
Middle Atlantic states W'hich attended the southwxard shift of the cotton 
manufacturing industry comes immediately to mind. 

3. Changes in international trade. Shifts in the location of industry are 
not confined to movements within national boundaries. Changes in the di¬ 
rection of international trade also may lead to strucmral unemployment. To 
take one example, the opening of the West and the establishment of' the 
packing industry led to the export of this country’s meat products to Eu¬ 
rope after 1870. As a result, European stock raisers had to find other em¬ 
ployment. On the other hand, by 1900 packers in the United States were 
losing their European markets to the lower-cost South American livestock 
industry, and employment opportunities in stock raising and meat packing 
in the United States began to decline. 


4. Changes in technology. Developments of the industrial arts which 
occur constantly through changes in methods of production, in materials 
used, and in products turned out cause men to be displaced from their cus¬ 
tomary work. Erequently the workers so displaced are more seriously af¬ 
fected by the loss of the commercial value of whatever skills they possess 
than by the immediate loss of their jobs. A striking historical example is the 
case of the glass blowers who, after the introduction of automatic bottle¬ 
making machines, lost the substantial value of their long trainino- and ex¬ 
perience and sank to the status of unskilled or semiskilled worker! Similar 
displacements of highly skilled workers have occurred more recently in 
the industries that manufacture precision instruments and lenses It is in 
those, hand operations that call for extraordinary training and experience 

economical methods of production. The necessities of the recent war stimu- 
ted a great new growth of labor-saving methods: substitution of snot- 
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wcUiinn lor rivet in”', of extrusion tor castin”. anil use of pres^cil metal 
shapes insteati of smaller parts asseniltled b\' hand, are ectiispicuous examples 
The changes listed here, in so far as the\ lead to the (.lisplaceiijcnt of 
a particular ”rotip of \vorkers, max' lead to frictional unemplox ment. tem¬ 
porary in character and offset fairly soon by the appearance of fresh open- 
inujs at other points in the econonix'. Or these changes may lead, in appear¬ 
ance at least, to a permanent reduction of employment opportunities x\ host 
effects are mititrated onl\' through the sl<tx\' expansion of the econtinyx as < 
xvholc. Thus, structural uncniplox nicnt merges into general unemployment 
for a persistent failure to reabsttrb displaced xxorkers implies a dcficienv,\ 
in the cniplox'ing poxx er of the economy at laige. 


GENERAL UNEMPLOYMENT 

Structural unemployment merges xvith general unemployment, an' 
may be of long duration. But involuntary idleness resulting from job turn 
over, from seasonal fluctuations, from bottlenecks, or from frictions is i 
each case due to special, rather than to general, conditions in the econom) 
and’is essentially temporary in character. The volume of unemploymer 
at any given moment in time xx hich is associated xx ith one or another c 
these’four causes cannot, in a proportional sense, be very large. Unemplo) 
ment, other than general and structural, has been estimated at from 3 to 
per cent of all xvage and salary earners, or scarcely more than txvo milho 

persons in the United States today. 1 • r 

Although no record of the number of persons out of tvork exists ( 
the period prior to 1939, unemployment in 1932 has been estimated . 
more than ten million and may have reached fifteen million pemons. I 
,0,9 about seven million persons were idle. The vast majority of these u, 
emploved persons were involuntarily so, in the sense that they would ha- 
been willing to accept a job at the going rate of wages. The num er 1 
work vacancies is not known, but it must have been neghgible in 1932. ” 
cannot have been large in .939- We may therefore conclude that in bo 
these years actual employment fell short of full employment by much mo 
than the amount (say txvo million) xvhich can be accounted or \ t e o 
special and temporar>^ causes discussed above. Idleness over and a ove 
amount we may describe as general, including structural, unemployment. 

General unemployment is so called, not only because it cannot be rea 
ilv associated with specific industries or explained by specific happenin| 
but because it is usually distributed rather widely, both occupationaUy ai 
geographically. It occurs when spending for consumers’ goods and spen 
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ing for capital goods are together insufficient to purchase, at current prices, 
the output of goods and services commensurate with full employment. 
Plainly this is the type of unemployment that is reflected in the lamentable 
record of joblessness of the thirties. 

The insufficiency of spending may be due either to a lack of adequate 
purchasing pow’er in the hands of the consuming and investing public or to 
an unwillingness on the part of the public to spend for consumption or 
investment those funds that they have, or—as seems usually to be the case— 
it may be due to both of these factors acting simultaneously. Let us first 
see how^ a lack of adequate purchasing power may come about. 

A decline of purchasing power sufficient to bring on general unemploy¬ 
ment can result from losses of income inflicted on unemployed workers by 
any of the special kinds of unemployment described above. Of course, if 
the unemployed workers have savings, unemployment benefits, or other 
resources which will permit them to spend at about their customary rate, 
or if any decline in their expenditure is offset by increases of expenditure 
by other members of the community, then special unemployment need 
not lead through lessened spending to general unemployment. 

In any case, fluctuations in consumer spending ordinarily are far less 
important as a cause of changes in total spending and employment than are 
fluctuations in spending for investment. That is, the first step leading to 
deflation usually is a decline of investment, wffiich causes unemployment in 
the capital-goods industries. But a decline in purchasing power tends to 
aceelerate once unemployment has developed. The decline of incomes as¬ 
sociated with the first step leads to reduced consumption, resulting in un¬ 
employment in the consumers’ goods industries. At this stage the deflation 
has started to “snowTall.” Increased deflationary impetus results from the 
anticipation of further declines of income, employment, and prices by con¬ 
sumers and producers alike, wffiich leads them to retrench more than they 
otherwise w'ould. The cumulative tendencies inherent in such a recession 
of business were analyzed in Chapter 9. 

EFFECTS OF INVESTMENT ON INCOME AND EMPLOYMENT 

_ For the purposes of this discussion, it may be said that such part of the 
national income as is not spent for consumption, or used by government, 

IS saved and invested (see, especially. Chapter 7 above). Yet this apparently 
simple statement implies serious possibilities of maladjustment. For the peo¬ 
ple (mainly consumers) who make decisions to save are for the most part 
fferent individuals, operating under a different set of motives, from the 
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people (mainly businessmen) who make decisions to spend for investment. 
There is no inherent reason why the intentions of these two groups of 
people should coincide. But if the public’s desire to save is not matched by 
plans for a corresponding volume of investment, then aggregate spending 
will not come up to e.xpectation, and the national income and opportunities 
for employment will decline. In actual fact, the cut in their incomes will 
reduce the amount income-receivers save, so that it equals the amount busi¬ 
nessmen decide to spend for investment. This is deflation. 

Under different circumstances just the opposite may happen. If business¬ 
men spend for investment more than income-receivers had intended to save, 
total spending will expand, and so will national income and saving to the 
point where saving matches spending for investment. After World War II 
for instance, consumers-tempted by the reappearance in store windows o 
many items long since unobtainable-soon lost their thrifty wartime habits. 
Simultaneously businessmen made plans, as and when contto s were lifted 
for long-deferred replacement and expansion of their capital facilities, 
total spending increased, workers displaced from war lyiistry were rap¬ 
idly reabsorbed; at the same time the number of unfilled )obs grew apa . 
The nation, in common with most of the world, tvas experiencing in a i . 

Unfortunately no accurate count has ever been made o t ie num e 
unfilled jobs. Yet we may guess that in .947 -948 the numpr of person 

seeking work (between one and two million) fell short of ™mbe ol 
vacancies and that the level of employment actually exceeded full employ- 
menf as’defined above. However, this state of affairs has eviyntly beep sc 

unusual, anti a shortage of jobs so much '^ 3 ';"';,’’ 

nation’s history than a surplus, that it seems more iinpoitant to study 

employment tlian overemployment. 

THE COMPOSITION OF AGGREGATE SPENDING 

Fvidently the tendency for employment to expand and oontract wit 

wc must assess its probable influence upon aggregate spending^ 



765 


THE QUESTION OF FULL EMPLOYMENT 

tional product—a concept defined and analyzed in Chapter 7. Theie we 
w that gross national product falls into three parts: (1) commodities and 
rvices purchased by consumers; (2) plant and equipment purchased by 
isinessmen, either for replacement purposes or for expansion; and (3) 
imniodities and services purchased by government. To ask why aggregate 
ending is not greater is therefore to ask why (i) consumers did not spend 
ore for commodities and services, or {2) businessmen did not spend more 
ir investment, or (3) government did not spend more for the things it 
.irchases. Let us consider in turn each of these three types of spending. 


ONSUMER SPENDING 

The principal limitation upon consumer spending is of course the size 
f consumers’ incomes, which in turn depends upon the level of aggregate 
lending. Because consumers’ incomes are evidently both a cause and an 
ffect of aggregate spending, their level is not much help to us in attempt- 
ig to explain why more spending did not take place during a particular 
eriod under study. Put otherwise, the size of the national income is some- 
ling we have to explain, not something we can invoke in explanation. Evi- 
ently we must look elsewhere. 

A consumer with a given income pays his taxes (about which he has 
ot much discretion) and divides the remainder of his income between 
aending and saving. Plainly he would spend more if he saved less. This fact 
xplains why “underconsumption” and “oversaving” have often been cited 
s causes of unemployment. Yet historically the proportion of income saved 
y the community has been rather steady; nor does it appear to have been 
particularly high during periods of heavy unemployment—in fact, rather the 
everse. These are facts which any explanation of general unemployment 
ased upon “oversaving” must take into account. 

Of course the appropriateness of any given level of saving depends 
ntirely upon the availability of investment outlets. During depression years 
onsumers spend most of their incomes and save less than usual. Of course 
his is a time when investment outlets are scarce. In fact, the very un- 
)rofitability of investment forces income down to a point where consumers 
:annot afford to save as much as they surely would do if they \vere better 
•ff. 

The fact that we save less in depression (because our incomes are 
mailer) than at other times does not dispose of the claim that we suffer 
rom a tendency to save too much. The relevant question is, not how 
nueh we saved in a year of depression, but how much we would save year 
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by year under conditions of full employment. This would certainly be a 
larger amount per capita today than in (say) 1870, and would very prob¬ 
ably represent a larger proportion of income also. This is because we are 
better off than we were in 1870, and on the whole people appear to save 
a higher percentage of their income the better off they are. In^fact, we saved 
a smaller percentage of the national income during the 1930’s than we di 
during the 1870’s. Yet such a statement may merely indicate that we were 
further away from full employment, on the average, during the later decade 

than during the earlier. . , , r 

We may, then, sum up as follows: When a considerable volume of un- 

employment exists, it usually is not possible for consumers to overcome tt 
by spending more. The reason they cannot spend more ,s because the.^ 

incomes, in the aggregate, have declined. (This is “/““w 

but merely a description of a circle.) When, on the other hand, full employ- 

ment exists, a decrease in the volume of consumer ' 

offset by an appropriate increase of spending by business or by govern 
ment-udll lead^ to deflation and to general unemployment. Such a declm. 
in consumers' expenditures may reflect either: (,) a desme of consumer 
to save more than businessmen concurrently wish to invest; or (a) ^ 

“buyers' stril<e’’-aa unwillingness of consumers “ Trth^inarkei 

as large quantities of some kinds of goods as are being offered in 

SPENDING FOR INVESTMENT 

As we saw in Chapter 6 (Fig. 3), ^P-ding hy 
ment or expansion of plant and equipment is far more vaiiable tl an th 
lirxrr nr ndcetime governmental spending; this fact is r 
r cZ,l^,l,servatio^ that durable-go„ds output flucty 

much more widely than f : 

l;g5l\;aXg"n’'pcnods of Icverc “Employment is “caused bj 

■r,:: .t 

or expansion of plant and etpiipincnt ,s mit sub|ect to any 
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parable to that imposed upon consumer spending by the size of consumers’ 
incomes.,It is convenient and quite accurate to regard the public’s saving as 
a source of investment expenditure (as when individuals lend their savings 
to business firms), yet few investment outlays are prevented by a defi¬ 
cient supply of saving. The reason is of course that the banks stand ready 
to provide businessmen with funds specially created for the purpose—at a 
price. Provided he considers the price reasonable, no solvent businessman 
is afraid, and few are unable, to obtain funds in this way. Moreover, just as 
investment spending may greatly exceed the amount of saving accumulated 
by the public in the recent past, so in a different situation the opposite 
may happen and some of these savings run to waste for lack of use. 

What then determines the volume of spending for investment pur¬ 
poses? Part of the answer has already been given in Chapter 9. There we 
examined some of the reasons which make investment very sensitive to 
business-cycle fluctuations. Obviously if investment spending could be 
stabilized, unemployment in the capital-goods industries would be reduced, 
and idleness in the economy at large probably lessened as well. Yet it is 
not certain that this is the whole of the answer. Suppose that, by some 
means or other, fluctuations in investment expenditures were ironed out. 
Certainly the volume of investment would now be stable; but would it be 
large enough to furnish an outlet for the amount of saving the public would 
choose to perform under conditions of full employment? If we were to 
fill up the troughs in the business cycle, perhaps we would also remove the 
peaks. Here we are concerned with the general level of investment spend¬ 
ing in the economy, rather than with its variations during the course of the 
business cycle. 

The simple answer is that businessmen spend for investment when 
they think that the outlook is good and that the returns from the invest¬ 
ment will more than repay the cost of borrowing. Starting from this prin¬ 
ciple, many writers have endeavored to explain why the outlook for invest¬ 
ment is not as good now as it is supposed to have been during the decades 
immediately following the Civil War. Certainly the development of the 
West, and the application of steam power to transportation on land and sea, 
followed by the exploitation of electricity and the automobile, absorbed 
vast amounts of capital and yielded large profits. These industries now re¬ 
quire little or no fresh investment, it is argued, while the new industries of 
today, such as synthetic materials, air transportation, and television, do not 
furnish investment outlets on a scale to take their place. 

This argument that investment opportunities are shrinking suggests a 
reason why there might be little investment today if rates of interest were 
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still as high as they ere in 1870. But first-grade corporate bonds, which 
needed to olTer 6 per cent in 1870, can now be sold to yield 3 per cent or 
less. 1 he lacts cited bv this school of opinion—the closino' of the frontier, 
the slo\\ ing dow n of population growth, the absence of great ne\v indus¬ 
tries—are suggestive. They probably explain the decline in the rate of in¬ 
terest. But they do not offer a clear explanation as to why investment op¬ 
portunities arc no longer sufiicicnt to furnish full employment, if indeed 
this be the case. Other w riters haye argued that current high rates of fed¬ 
eral taxation, especially of corporate profits, act to check inyestment. This 
too is a possible explanation not yet supported by satisfying evidence, 

GOVERNMENT SPENDING 

Why docs government spend? This question has already been dis¬ 
cussed in Chapter 24. There we saw that certain kinds of goods and services 
can only, or can most efficienth’, be furnished through community action. 
The range of things which people have felt the state should provide has 
varied widely, both from time to time and from place to place, but has on 
the whole tended to expand. Fspccially has public spending come to play 
a larger role, both here and abroad, in the provision of education, health, 
and welfare services, 

Idius the share of the peacetime gross national product purchased by 
government has increased rather steadily, at least over the past three or 
ft)ur decades. 'I'his means, of course, that the potential influence of govern¬ 
mental spending policies upon the volume of aggregate spending haS also 
increased. Yct-again, in peacetime-the influence of government spending 
is less than might be supposed, he reason is twofold. In the first place, 
if only because of bureaucratic inertia, public expenditure tends to be rather 
staldc. Betu'cen World Wars I and II, for instance, it fluctuated in volume 
far less titan did consumer spending or investment spending. In the second 
place, the ideal of sound finance calls for balanced budgets on the part of 
governmental units. Of course budgets often are not balanced. But w'e can 
sec that when they arc balanced, an increase or decrease of government 
spending tends to be accompanied by an increase or decrease of tax revenues. 
Now an increase or decrease of tax revenues generally leads to an opposite 
movement of consumer spcnding-although the correspondence is not exact. 
When budgets arc balanced, therefore, a change in the amount of .spending 
by governmental units will scarcely alter aggregate spending. If govern¬ 
ment spends more, the consumer spends le.ss. 
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In case government budgets are out of balance, the situation is of 
course othervise. For instance, an increase in public expenditure financed 
by borrovdng will tend to raise aggregate spending. This statement is true 
whether the deficit is incurred by a local government for the construction 
of a municipal pov’er plant, or is incurred by the Federal Treasury to pay 
for a work-relief program, to finance a war, or simply to cover the ordinary 
costs of operation of the federal government. 

The statement that deficit financing by government will tend to raise 
aggregate spending was phrased thus cautiously for several reasons. Of 
course an increase of government spending must raise aggregate spending 
provided nothing happens to lower either consumer or investment spend¬ 
ing. Indeed some students of this question have claimed that deficit financino- 
by government will actually increase private spending. The argument is tha^t 
most of the increased income which results will itself be spent\v the recip¬ 
ients, thus raising income still higher, and leading to further (but contin¬ 
ually smaller) “respendmgs” and consequent increments of income. 

This is the celebrated theory of the “multiplier” which offers predic¬ 
tions that one million dollars of increased government spending will raise 
aggregate spending, not merely by one million dollars, but by two or three 
or four times as much, depending upon how much of each successive incre¬ 
ment of income is “respent.” This theory led during the depression of the 
t irties to the doctrine of “pump-priming,” i.e., the belief that it takes only 
a ittle extra government spending to start a cumulative expansion of ag¬ 
gregate spending. New Deal experience in this matter was not very en¬ 
couraging. y 

But we must also take account of the possibility that increased govern¬ 
ment spending may dimmish private spending. The principal develLment 
which might lower consumer spending would be a rise in taxes to pay for 

y the fact that we are discussing a budget deficit. Yet there are other pos- 

reaetions upon private spending. First, consumer spending may be^di 
minished somewhat if the government finances its deficit by borrowiL Lm 

P-. ,.,.,T „ 

vestment spending may be diminished as government snendtv ’ 



770 


CONTROL OF OUR ECONOMY 

ment—because they fear competition from new government enterprises 
(e.g., in the public-utility field). 

For these reasons the effect of changes in government spending upon 
aggregate spending cannot be accurately predicted. Certainly the unprece¬ 
dented volume of wartime deficit spending by the government during the 
early 1940’s was accompanied by an even larger growth of total spending. 
On the other hand, the expansion of total spending which accompanied the 
deficit spending of the thirties was much less than many New Dealers ex¬ 
pected. And, in this case, much of the increase of total spending that oc¬ 
curred may have been due to causes other than deficit spending—e.g., a fear 
by the public that restrictions of production under the NIRA and AAA 
would cause consumer-goods prices to rise. 

A BASIC DIFFICULTY IN POLICY MAKING 

We have identified the cause of general unemployment with an in¬ 
sufficiency of spending. We have seen that spending may be classified ac¬ 
cording to the spenders—consumers, businessmen, and government—but 
that it is difficult or impossible in any given case to say whose spending is 
deficient. However, this difficulty is not very important from the stand¬ 
point of policy. The reason is that, as we have seen, increased spending by 
one group is just as effective-provided aggregate spending rises-as in¬ 
creased spending by any other group. For instance, to persuade consumers 
to save less (i.e., to spend more) in any given situation would apparently 
expand employment just as effectively as a move by investors to invest more. 
The first result in tlie form of new jobs would be in the consumer-goods 
industries in the one case, in industries making capital goods in the other. 

The truth of tliis principlc-that it is aggregate spending, and not any 
particular type of spending, which governs the volume of employment—has 
not gone unobserved. Indeed it has led those concerned with employment 
planning to ask, wliich type of spending is most subject to public control? 
To a minor extent, perhaps through tax measures, propaganda, and in other 
ways the spending habits of consumers and the investment decisions of 
businessmen may be subject to control through public policy. But the 
spending most oliviously and directly under public control is of couise 

government spending. 

This is the background of numerous proposals that government spend¬ 
ing .should be used, in the event aggregate spending is inadequate, to fill the 
gap. And in this context, for the reasons we have noted, government spend¬ 
ing often means deficit spending. This doctrine is not simply making a 
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virtue of necessity (in the sense that a eo\crnment \shich cannoi li.il.iiue 
its budget with the revenues it can collect v ill, in am case, have ro Ih/i imv, 
enough to cover its deficit). It is rather that governinent, and in particular 
the federal government, should not attempt to balance its luid^et in a time 
of general unemployment, but should instead let its revenues decline while 
maintaining or increasing its expenditures. To such a proposal it has been 
objected that, if it were adopted, the federal tiebt would tend steadilv to 
increase. Certainly the experience of the i9^o’s su”oesrs that this is likelv to 
happen. Deficit spending bv the federal government, uiuleriakeii inainlv as 
an anti-unemployment measure, raised the debt from iwentv-two billion 
dollars in 1933 to thirtv-six billion in 19^9. 


In tcply the proponents of lieficit spending point out that ceneral un¬ 
employment in the past has usuallv been an ascoinpamnient oi Lvclisal 
ups and downs in business. 1 hev urtje, perhaps lather hopetullv . ihat the 
debt contracted during the downswing shouhl be repakl liiirino rhe up¬ 
swing. That is to say, as soon as business revives anti unemplov nient tiis- 
appears, government should contract expenditures and institute a tax pro¬ 
gram so as to pioduce a biulget surplus. Instead of bein^ balancesi e.R h 
year, the budget would be balanced onlv over the seven- or ei'jhr-v ear 
period of cycles in business activity. Ccrrainlv there is nothim: sacivd about 
a twelve-month period. We do not arrange to balance feder.d receipts and 
expenditures every month: why then should w e insist upon doing so ev erv 
year, rather than every eight years? 

The argument that deficit spending w ill not lead to permanent in¬ 
creases in the public debt has been called undulv optimistic in at least rw o 
respects. First, it has been suggested that Congre.ss, once convinced of the 
virtues of deficit financing, would in practice find it v erv hard if not im¬ 
possible, to recognize the moment when the poliev had lost its virtues, and 
was due to be replaced by a budget surplus. A second, and perhaps more 
undamental, criticism of the countercyclical spending proirram outlined 
above concerns the question as to whether or not general unemployment 
IS in tact a purely cyclical phenomenon. 

and IharTTr “I'V'l" S'"'""™"' "0 cmplovnicnt policy 

1 d 1 c ™PP“' th.,t in 

nfilledjobs by a certain amount, and that in the peak year of a tynical 

LTw'e " “ '“k' T'‘' by snme amouni. In^tlv, 

cate we could say that the job shortage in bad times was matched by the 

labor shortage in good times. During the boom aggregate spending would 

be ,ust as excessive as it was deficient during the shmp: J,, case a coun^ 
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tcrcyclical spending policy really could match budgetary deficits to supple¬ 
ment deficient private spending in some years with corresponding surpluses 
to counteract excessive private spending in other years, and hope that over 
a complete business cycle there would be no net increase in public debt. 

But suppose on the other hand that the shortage of aggregate spending 
in years of depression is not balanced by a corresponding excess in boom 
years. Suppose—to consider an obvious but unpleasant possibility—that there 
is almost ah\ ays a shortage of aggregate spending in good years as in bad, 
though of course a smaller shortage in good years than in bad. In that case 
a policy of deficit spending by government w'henever the employment sit¬ 
uation demands it must plainly lead to a steadily rising public debt. 


A STEADILY RISING NATIONAL DEBT 

The opposition between tliese points of view is so significant, and the 
validity of one view or the other so important for future employment pol¬ 
icy, that the contro\’ersy must be carried a stage further. Many of those 
wIk) urge a policy of deficit spending as a means toward full employment 
admit freely the possibility—indeed even the probability—that such a policy 
may leatl to a steadily rising public debt. I'hey point out that, as we saw 
in Clhajitcr 26, the burden of the debt is confined to the need to meet in¬ 
terest payments on it; that with rising productivity levels the national in¬ 
come may be expected to increase in the future as it has done in the past; 
and that, provided the national debt does not rise too fast, no increase need 
occur in the vettio of interest charges to national income. 1 hey appeal, fui- 
rhermore, to the analogy between government and corporate finance. A 
corj)oratif)n thinlts nothing of going into del)t to acquire additional assets; 
that, indeed, is how it grows. Why then should the United States Treasury 
not go into debt to act|uire capital assets.? It is admitted that the assets the 
Treasury obtains, or helps states or local units to obtain, arc most generally 
hosjntals, highways, and other public improvements which do not yield an 
incfjine. Yet they may be just as useful-and, fundamentally, just as pro¬ 
ductive—as many a.ssets which do yielil an income. 1 his defcn.sc of deficit 
spending is of course confined to spending for the creation of capital a.ssets, 
and would have no validity if the tieficits arc used for relief payments ot¬ 
to cover the current co.sts of government. 

^The critics of the propo.sal make the following rejoinder. Perhaps a 
steadily rising national debt is not in itself anything to worry about. Per- 
haj)s it makes sense for public agencies to finance public investment from 
borrowed funds just as private corporations finance private investment. 



ror invesniient [)y uusmebsiiienr j?A^re we ccruain cnac rear or increascu raxes, 
or fear of competition by public enterprises, may not diminish such business 
spending.^ 

At this point the critics cite the low level of private investment which 
accompanied deficit spending by the Nev' Deal during the thirties. Cer¬ 
tainly the less private spending for investment there is, the more novern- 
ment spending is necessary in order to achieve a given level of aygrcuate 
spending. If government spending really does have this effect on prirate 
spending, then the critics can claim that deficit financing is like a druo — 
the more you take, the more you have to take. But evidence can be cited 
on the other side, too. The biggest dose of deficit spending ever undertaken 
—for the financing of World War II—was followed by the largest splurge of 
investment spending in xvhich American businessmen ever indulged. 

We now may summarize the foregoing argument. General unemploy¬ 
ment results from an insufficiency of aggregate spending, either cyclical or 
chronic in character. It is to be distinguished from unemployment due to 
special or temporary causes, such as frictions and seasonal changes. The 
number of jobless persons can be diminished and the number of unfilled va¬ 
cancies increased by expanding aggregate spending. Of the three kinds of 
spending—by consumers, by businessmen for investment, by government- 
only the last is obviously and readily subject to public control. A lost pro¬ 
posals looking toward full employment have therefore advocated govern¬ 
ment spending in one form or another. The wisdom of using deficit financ¬ 
ing for this purpose has provoked a debate the issues in which have not yet 
been resolved. 


THE ORIGINS OF EMPLOYMENT POLICY 

Lmssez ftire vs. control. The production of goods and the employment 
of productive factors bear a relation to each other much like the t« o sides 
of a com: relatively large production is accompanied by relatively laroe 
empl^iment. and vice versa. And both depend upon the volume of spend¬ 
ing. Hence uvo contrasting attitudes are possible toward the problem of 
unemployment. The first is that of letting employment be “governed by 
the market, m the sense that opportunities for making profits will lead em- 
p oyers to create job opportunities for workers. The reverse of this that 

pospective losses will lead employers to reduce rhe number of job oppor- 
tunities, also is recognized. 
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From this point of view any deficiency of jobs arises either (i) from 
monopolistic restrictions upon employment and output, practiced by labor 
unions or employers, or both, or else (2) as the temporary result of eco¬ 
nomic excesses and errors committed by the community at large during 
every period of boom. Supporters of this view are willing to concede that 
those who practice monopolistic restrictions should be prosecuted under 
the common law or the antitrust acts, but booms and slumps are regarded 
as something about which very little can be done. This, in essence, is the 
attitude toward employment that is emphasized by the doctrine of laissez 
fiiire. 

The second attitude toward the problem of employment substitutes an 
active policy for the passive one. Instead of allowing employment to be 
governed by the market, it would govern the market with a view to main¬ 
taining employment as fully as possible. This also would lead to a corre¬ 
spondingly high level of output. Some writers indeed have urged a level 
of spending which exceeds that necessaiT to maintain full employment as 
defined above, and have argued that xve should not worry about an excess 
of unfilled jobs. Sir William Beveridge justifies this position as follows: 

The reason is that difficulty in selling labor lias consequences of a different order 
of harnifulness from those associated with difficulty in buying labor. A person 
who has difficulty in buying the labor that he wants suffers inconvenience or 
reduction of profits. A person who cannot sell his labor is in effect told that 
he is of no use. 'T he first difficulty causes annoyance or loss. The other is a 
personal catastrojihe.^ 

7’hc argument reflects the liberal thesis that society exists for the individ¬ 
ual, and concludes that society cannot serve the individual fully without 
some measure of economic control. 

In its public policy toward employment, the United States for most of 
its history saw main emphasis placed upon the doctrine of Itiisscz fairc, but 
appears now to have entered upon a phase in which there is a growing be¬ 
lief that employment should be made subject to control. Periods dominated 
by particular ideas or beliefs cannot be laid off sharply in a chronological 
table. Yet it seems clear that the period of greatest confidence in laissez 
faire commenced in the latter half of the eighteenth century. For English- 
speaking peoples, the beginning (in the sense of the fir.st systematic devel¬ 
opment of the doctrine) came in 1776 with the publication of Adam 
Smith’s Wealth of Nations, We arc so near to the beginnings of the newer 
doctrine that its historical jicrspcctive is less sharp. It seems probable that 

' Sir Williaiii Heveridge, Full F.uiployvicnt in a Free Society, Norton, 1945, p. 19- 



at least in the United States, in the heavy unemployment of the carh' 1930’s 
The old emphasis was maintained for about a centur\' and a half; how' hjn^ 
the newly rising emphasis will continue no one can say. 

The beginning of the emphasis on Icihsez fnire \\ as associated \\ it]i the 
early phases of the Industrial Revolution, in which steam power and ma¬ 
chines were multiplying the volumes of goods men could produce. In the 
United States it was associated also with an cxtremch' favorable ratio of 
natural resources to population. These conditions implied an unusual scarcity 
of labor in relation to the other productive factors. The emphasis on control 
in the interest of employment has arisen in close association with a hiq-hly 
specialized division of labor, a greatly increased dependence of individuals 
on making and spending money incomes, an enormously expanded and in¬ 
creasingly impersonal market. The changes are symbolized by the growth 
of great cities into centers of industry and trade. 


THE EMPLOYMENT ACT OF 1946 


A shift on the part of the public toward a positive national policy of 
promoting employment and of making this policy pre-eminent in our do¬ 
mestic affairs is reflected strongly in recent politics. Both President Roose¬ 
velt and Governor Dewey spoke urgently to this end in their presidential 
campaigns of 1944. The British White Paper of 1944, “Employment Policy,” 
which begins with the declaration that “the Government accept as one'of 
their primary aims and responsibilities the maintenance of a high and stable 
level of employment after the war,” was widely acclaimed by American 
political leaders. In January 1945 Senator Murray of Montana introduced 
into the Senate a bill “to establish a national policy and program for assur¬ 
ing continuing full employment” in the United States. After lengthy debate 
the measure finally emerged from Congress, and was signed by the Presi¬ 
dent, as the Employment Act of 1946. 

In Section 2, the act declares: 


... It IS the continuing policy and responsibility of the Federal Government 
to use all practicable means consistent with its needs and obligations and other 
essential considerations of national policy, with the assistance and cooperation of 

7 g-ernmen«, to coordi„«e and 

uyze aU ,ts plans, fnnct.ons, and resources for the purpose of creatine; and „«in- 

ammg, m a manner calculated to foster free competitive enterprise aL the gen- 

welfare, conditions under which there will be afforded useful emnlovmenr 
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:)pp<)rruninL'N. inckiding sclf-eiii})lo\nicnt, lor those able, and seeking to 

udtlc. .uid to jirc'inoic niaxinunn cinplot incnt, production, and purchasing power. 

I he legislation has been, attacked both bv those x\ ho think it goes too 
far, and b\' those who think it does not go far enough. The first group, ad¬ 
hering to the laissez-faire doctrine outlined aboxc, think that Congress has 
made promises, expressed or implied, w hich in the nature of things it can¬ 
not fulfill. The second group regret the deletion of the phrase "full eni- 
plo\nient” and the substitution of ‘‘maximum emplox’inent” as the stated 
objectie e; thew consider the latter phrase somew hat ambiguous. Those who 
would ha\e liked a stronger measure also feel that for the federal govern¬ 
ment to plan “to use all practicable means coinistciit -ii'itb its vecds mid 
ohli'^iilioi/s and other essential considerations of national policy" provides 
an nnnecessaiw loophole. I hey w ould like to see employment policy' take 
precedence over all except the most vital considerations of national interest, 
such as Ini' instance defense. 


CONTINUING OFFICIAL STUDY OF EMPLOYMENT 

I be I'inploy inent Act does not specify the precise methods through 
which ‘‘maximum emplovment” is to be attaineii. It takes no stand upon 
suc h (ciiil I'cty ei sial issues as goy ei nnieiit spending anti deficit financing. Hut 
it has set up aclministrati\e mac hinery. A three-man (-ouncil of I'.conouiic 
Adviseis is charged with the following duties: ( i) to “assist and advise the 
Hi'esicknt” in preparing an annual I conomic Report to (.ongress; (2) to 
“g.iilier timely and aiiihoritatiye infotniation eoncerning ecotiomic develop¬ 
ments and economic trends” which could allect the level of employtnent; 
(},) to “appraise the yarioiis programs atid activities of the l-'ederal (uivern- 
ment” for their ellects iipoti the level of etiiployment; (4) to “develop and 
recommend to the Rresideiit national econotiiic policies to foster and pro¬ 
mote free competitive enterjnise, to avoid econotiiic fluctuations or to di¬ 
minish the ellects thereof, atid to maititaiti employment, producttoti, atui 
pore basing power”; and (5) to “nuike and lurnish such .studies, reports 
thereon, and reconimendatiotis with respect to tnatfers of Kederal ecotrotnic 
policy and legislatioti as the Rresideiit ttiay reciiiest.” In sum, the councti s 
job is to carry on research, to examitie the policies of federal agetictes to 
see that they do tiot cotiflict, and to fiirtiish the Rrestdetit yvitli advtce. 

In addition to the Couticil of I'cottotiiic Advisers the act provtdes fm 
|oim Cotiittiittee oti the I'Tonottiic Report, cotnpo.sed of metubers of both 
Houses of Congress. Its fntietion is to receive the annual Tconotuic Report 



committees of Conoress concerned with economic matters in formuiatimj 
legislative proposals relating to employment policy. 

If this description has a flavor of vagueness, that is due to the language 
of the act itself. Plainly its purpose was, not to offer an anaU sis of the em¬ 
ployment problem, but to set up machinery to study the question. As this 
is wTitten, more than two years have elapsed since the passage of the act; 
during this period the nation has been plagued with an excess, not \\ irh a 
deficiency, of purchasing power. The appropriateness of the machincr\', 
and the willingness of Congress and the executive departments t(j make use 
of it, have yet to be tested. 

We now have seen something of the nature of the employment prob¬ 
lem, and have traced the steps whereby the federal go\’crnmcnt has as¬ 
sumed a considerable degree of responsibility for its solution. We shall con¬ 
clude this chapter with a discussion of some of the difficulties which nia\' 
face the government and by implication, therefore, all of us—in attempting 
to maintain full employment. At some of these difficulties we have already 
hinted. 


DIFFICULTIES ARISING FROM OUR HABITS 

Because our economy is highly unstable, policies designed to secure 
stability must be very flexible. Habits of thought and action, highly com¬ 
mendable in one situation, may become harmful, or at least inconvenient, 
in another. In time of war, for instance, when government spending is ab¬ 
normally heavy, consumers’ goods are scarce, and prices are rising, y'e were 
all rightly encouraged to cut all unnecessary spending and urged patriot¬ 
ically to save. In times of depression and unemployment, on the^other hand, 
aggregate spending is deficient. To be sure, it is a gross oversimplification 
to say that deficiency is caused by individuals’ determination to save. Yet 
one way for spending to increase is for consumers to spend more, i.e. to 
save less. Yesterday’s virtue is tomorrow’s vice. 

Habits of thr* once learned are not easily or readily unlearned. Wliy 
should they be? Belief in the moral grandeur of saving goes clear back to 
e Protestant Reformation, as a result of which the sin of avarice was con¬ 
verted dyj of abstinence. This means that, if anything, it is even 

harder to check deflation by encouraging con.umers to spend Sian it is to 
eck inflation by encouraging them to save. Thus a policy which rests 

not p::: 
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A rather similar difficulty surrounds any proposal to vary government 
spending, for instance in a countercyclical manner. Legislators are but citi¬ 
zens writ large, and it is perhaps almost as difficult for them to appreciate 
that increased government spending also may be a vice at one moment and 
a virtue at another. Indeed some critics fear that government spending to 
reduce unemployment will lead to inflation, because it will prove impossible 
to reverse the policy once full employment is reached. What these critics 
really fear is that the policy will not prove sufficiently flexible, i.e., that 
our legislators’ belief in the virtues of thrift, instead of being temporarily 
subdued, will be permanently eradicated. 

Of course legislators are at all times sensitive to public opinion. It is 
their business to be. Yet here lies another, closely related difficulty. Just as 
the intractability of certain features of the moral climate make for inflexi¬ 
bility, so the very fickleness of our day-to-day interests makes it hard to 
insure that a policy will “follow through.” Measures to stabilize or expand 
employment, if they are to operate effectively, cannot be matters of vital 
public concern only when there is actual or prospective mass unemploy¬ 
ment. One of the difficulties in a democracy (there are other difficulties in 
nondemocratic states) of maintaining public policies wffiich are both flexible 
and consistent is the tendency of public interest to blow hot at some times 


and cold at others. 

In combating unemployment, we have had bitter experiences in our 
recent past. In 1921, a time of deep postwar depression, there was strong 
public demand that action be taken to prevent unemployment. President 
Harding organized a group of prominent citizens who met in September 
of that year as The President’s Conference on Unemployment. The group 
engaged a .staff of the nation’s leading experts in this field to prepare an 
analysis of the unemployment problem and to make proposals for nanona 
policy. The experts prepared a thoroughly competent report and indicate 
Lsitivc and Idgl.ly practical policies to follow. Time was required for the 
nccctssary research, however, and it was not tmtil two years a ter the con¬ 
ference was held that the full report of the experts was published By that 
time the illusory prosperity of the lyao’s was launched, the level of em¬ 
ployment was tince again high, and candidates for public office appeared to 
gain more popular support from expressions of faith in evcilasting piasp 
iry than from sober proposals for preventing unemployment. In spite of t 
excellent preliminary work .hat had been done, we came to the end of 
the decade without having given effect to any of the 

were caught completely off balance by the debacle of .929 and succeed g 


vears. 



DIFFICULTIES DUE TO INFLEXIBLE STATE AND LOCAL SPENDING 


Thus far in our discussion we have tended to identify government 
spending with disbursenients by the United States Treasury. Recently fed¬ 
eral expenditures have exceeded those by state and local governments, but 
prior to World War II states and localities each year spent considerably 
more than the Treasury. The Employment Act, as noted above, declares it 
to be the responsibility of the federal government to promote employment 
“with the assistance and cooperation of . . . state and local govern¬ 
ments. . . It is in fact particularly important that state and local spending 
should be brought within the framework of any policy intended to regulate 
public spending in general with a view to stabilizing employment. The 
reason for this is that an especially large share of state and local spending 
goes for items like highways, buildings, and public improvements, outlays 
for which can—from a technical point of view—readily be postponed. That 
is to say, such expenditures can be expanded and contracted—in accordance 
with a need for more or less aggregate spending-without too much diffi¬ 
culty. The fire department has to be maintained year in and year out, but 
highway improvement could advantageously be concentrated in periods of 
depression. Often also costs are lower in periods of depression, and con¬ 
struction would be cheaper then. 

Yet this is not how state and local governments commonly view the 
matter. In hard times when everybody else is spending less, they too are 
infected with a desire to economize at all costs. At such times their tax 


revenues are contracting, and they are not easily tempted to borroy\ even 
for the most desirable projects. When business is booming, on the other 
hand, and them own revenues are expanding, they tend to be open-handed 
and quite willing to incur debt. The tendency to assume at some times that 
because consumers and businessmen are spending lavishly government 
should do the same, and at other times because consumers and businessmen 
are retrenching so should government-this tendency is present in Conaress, 
too, but It IS even more prevalent among state and local lawmakers. 

Under the best of circumstances, therefore, the adaptation of’state and 
local spending to a full employment policy would probably meet with psy- 
c 0 ogical obstacles. Worse, the persuasive power of the federal oovern- 
ment m this matter is rather slight. Perhaps federal grants-in-aid to state and 

accept the advice of the Treasury or the Council of Economic Advisers in 
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riming their outla\ s. But the federal government has no direct power to 
require or to restrain local spending. 


DIFFICULTIES RAISED BY THE RELIEF PROBLEM 


If a full employment policy is adopted and meets with reasonable suc¬ 
cess, that is equivalent to sa\ ing aggregate spending is maintained at a level 
which keeps cxeryhody—or almost everybody—in useful work. What this 
useful work happens to be in individual cases is settled by the market, or 
in the case of government employees by the decision of some legislature that 
such and such a form of public expenditure will promote the general wel¬ 
fare. Otherwise, if the policy is not so successful, and there is large actual 
or prospective unemployment, the temptation to “make work,” or even to 
make cash relief easier to come by, can become strong. From the viewpoint 
of the legislator or public official who is told that government spending 
slujuld be expanded, the expansion of relief payments has more than one 
attraction: it is a (]uick and administratively simple way of spending mone\ ; 
it partially conceals the unemployment; and—in some cases—it may 
strengthen a local political machine in which the administiatoi is inteiested. 
Of course relief is needed, especially for uncmployablcs and those of low 
efficiency who arc the first to lose their jobs in bad times (see Chapter i8). 
But to relax relief standards, although tempting, is not the best way To ex¬ 


pand public spending when aggregate spending is deficient. 

The development of make-work projects has little more to recommend 
it. Before the surrender of ja|)an, for example, it xvas urged in many quarters 
that large-scale employment in war industries should be continued for some 
time after the war, and that the armed forces should be demobilized only 
as rapidly as jobs could be found for their members. 'Jins argument, which 
in the event had little practical elfect, was set forth as a way of cushioning 
the economic impact of the war’s end. So far as usefulness goes, those arti¬ 
ficially retained in war jobs would have been no more usefully employed 
than persons engageil in those much-ridiculed occupations, laking le.tvcs 
and selling apjiles. To descend one step lower, we may even adinit that it 
is better to hire men to “dig holes in the ground and fill them up than to 
do nothing at all. But stich work is both beneath the dignity of workers 

and an insult to otir collective intelligence. 

■n,i, train of llioiighi has Icrl .nrlvcitatcs of piililic spcmling to raaltc two 
nr.,|>osals, l ire first is that a wcll-dahoratcrl schctluC of pobhe w orks shouk 
l,c prepare,I ao.l hcl.l in reserve by the fc.leral government an,I by pht.e^ 
snlnlivisions ai;ainst the tree,I for a,l,litional spemhng. llicre ts real thflleu y 
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here, i.e., to know how rapidly public-works construction can be started, 
and whether it can conveniently be stopped when spending recovers. The 
second proposal is that a budgetary deficit should be allowed to develop 
through the deliberate remission of taxes, the idea being to encourage an 
increase of consumer rather than of government spending. The risk here is 
that the increment in consumer incomes after taxes may be saved instead 
of being spent. 


FULL EMPLOYMENT AND INFLATION 


Any policy designed to expand employment can be considered infla¬ 
tionary in the sense that it is designed (i) to resist deflation, and (2) to re¬ 
verse a deflationary process (if such has begun) and to undo its effects. Be¬ 
cause of this, expanding employment is likely to be accompanied not only 
by expanding production but also by rising prices, just as falling produc¬ 
tion and falling prices accompany declining employment. This does not 
seem to be a matter for anxiety. What we mostly mean by inflation is at 
once more drastic and more dramatic than this. We think rather of a situa¬ 
tion in which rising prices and rising wages chase each other. Is there any 
danger of drastic inflation? 

Let us take one more look at the results of an expansion of aggregate 
spending. So long as-excess capacity and unemployed workers coexist, in¬ 
creased spending will lead chiefly to larger output and only in minor degree 
to higher prices. As soon as full employment is reached, and no further in¬ 
crease of output is technically possible, then of course further increments 
of spending lead merely to higher prices. On this view, the cost of living 
will rise sufficiently to cause labor unions to demand higher wages for their 
members only if spending is pushed beyond the point of full employment. 
Consequently there is no risk of wages and prices chasing each other up- 
ward^ unless and until this happens, i.e., until there are more unfilled jobs 
than idle workers. 


^ But is this view correct? At least three objections have been raised by 
critics who fear that employment policy will lead to an inflationary rise 
m prices even before full employment (as we have defined it) has been 
reached. First, the stresses of under- and overemployment are never equally 
severe in all industries. Therefore unfilled jobs (overemployment) will de¬ 
velop in some industries much sooner than in others. When this happens 
there will be a rise in the prices of those products whose output cznnot be 
increased further. Prices of some items may rise quite sharply long before 
unfilled jobs exceed idle workers in the economy as a whole. Tf rhL _ 
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modities should be important constituents of the cost of hving, a movement 
for higher wages may develop while there still are many unemployed. Sec¬ 
ond, if there exist in any industry strongly entrenched cartels, trusts, or 
other price-fixing agencies, the same upward trend in product prices could 
begin even before all unemployed w'orkers in that industry have found jobs. 
Again, if this rise in prices affects the cost of living, a movement for higher 
M ages may develop. Third, in an economy where there are really strong 
and well-entrenched labor unions, it is perhaps not even necessary for an 
upv ard movement in the cost of living to occur before demands for higher 
w'ages are made. Possibly a mere decline in the number of their members 
out of work may serve as a signal to union officials to initiate a movement 
for higher wages. 

The emphasis on higher wages as an unwelcome development in the 
situation described is due to the danger that aggregate spending might ex¬ 
pand, and prices rise, still further. In that case an inflationary spiral xvould 
have begun. Clearly the objection would not apply in the case of wage in¬ 
creases accompanied by higher productivity. But the probability that wage 
increases, not accompanied by corresponding increases of productivity, will 
occur before full employment is reached adds greatly to the problem of 
avoiding inflation. Perhaps indeed some kind of compact with the principal 
labor unions might be the solution. But enough has been said to show that 
here also lies a difficulty. 

I'his survey of some of the principal difficulties which critics have pre¬ 
dicted indicates that the formulation and execution of a policy of full em¬ 
ployment would be no easy task. Evidently its success might easily le- 
(juire a revolution in our ideas of what is sound finance, a fuither centrali¬ 
zation of power in Washington, and a quite extraordinary measure of self- 
denial on the part of labor unions. Here is another complicated problem 
in which social values arc confronted with social costs. The value is great- 
and the co.sts may be high. Much can be accomplished by moderate meas¬ 
ures dictated by ju.sticc and a .sense of rational orderliness. But solution of 
the problem of unemployment entails much more. Ultimately the que.stion 
may well be how high a price we arc willing to pay for a solution-whether, 
in other words, we really want the problem solved. 



CHAPTER THIRTY-TWO 


The problems with which 
we conclude 


CONCERNING SKEPTICISM AND FAITH 

The present always is a point in time which lacks both the consecu¬ 
tiveness that history gives to the past and the promise with which our hopes 
and our plans clothe the future. It never quite “belongs” either to what 
we understand to have gone before or to what our expectations lead us to 
believe will come after. There are times, of which our own is a painfully 
pertinent instance, when the present is so lacking in continuity, either with 
the future or with the past, as to cause men’s faith in their ways of think¬ 
ing and acting to give way to disillusionment and doubt. In such times more 
and more people come to inquire why it is that their own time lacks both 
the orderliness of the past and the promise of the future. Such inquiry can¬ 
not be limited to considerations of personal opportunity for personal bene¬ 
fit, as IS most often the case in ordinary times, but must lead the inquirers to 
examine, and to evaluate, the controlling conditions of their social life. 
Today, the skepticism of many Americans has come to be centered on one 
or another aspect of the organization and operation of our economy. 

Positive opinions vary all the way from one extreme to the other; many 
eheve that we have far too much governmental control over economic 
affairs; many others that we have far too little. Those who favor less inter¬ 
vention by government differ among themselves as to the specific govern¬ 
mental controls and regulations that should be removed; and those who 
avor more intervention differ among themselves as to the specific controls 
and regulations that should be established. In the arguments concerning 
these different views, the meanings of traditional words and concepts be¬ 
come confused; but more of some kind of “liberty,” or “security,” or 
control for certain groups of people or for certain anivlti.. i— -t 
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it for others, provides the crux of most of the varying positive ideas. Dif¬ 
ferent opinions, applying to all aspects of domestic and foreign economic 
polic\', always have existed in this country. That extreme differences have 
arisen in our past is testified b\^ Jacksonian Democracy, by Whiggery, by 
Populism, bN' the Granger Movement, and by the free-silver agitation of 
the nineteenth century. Yet the current period is extraordinary in this re¬ 
gard, both as to the intensity of conflicting views about the operation of 
the American economy, and as to the wide diffusion among our people of 
serious thinking about economic problems. 

Economic discussion in the twentieth century—especially during the 
last three decades—has been concerned more with “problems” and wdth 
“adjustments” than with progress or fulfillment. This has been so, wdth a 
lapse of a few years in the tw enties, in spite of our possession of amazing 
new techniejues and skills and of a productive capacity much larger, both in 
fact and in terms of potential per-capita output, than any nation ever pos- 
.sessed before. World War I w'as the initial shock of the twentieth century 
to our traditional American w'ays of thinking. The problems that it brought 
and left behind led to the changed emphasis in economic discussion men¬ 
tioned above. The new faith in “prosperity everlasting” of the tw'enties 
went l)ankrupt along wdtii tlie fabulous boom on which it w'as based. The 
New Deal of the thirties brought an outpouring of devices—sometimes 
contradictory or conflicting, almost alw'ays well intentioncd aimed at re¬ 
storing economic operations and at righting the w'rongs done to various 
groups of our people; but it gave us no new' set of w'orking principles to 
which the generality of people might pin their faith. And now, although 
our tremendous national resources and energies enabled us to preserve oui 
“way of life” from destruction by our totalitarian enemies, our convictions 
are further disturbed by economic distortions due to Woild Wai II and by 
revolutionary tensions extending over much of the world. 

THE PAST VIEWED FROM THE PRESENT 

Such uncertainties and contradictions did not ahvays beset us. The 
nineteenth century, so near as history goes, but so far aw'ay as measured 
by tlie spirit of the times, was-as W'e can now sce-an age of faith. People 
of that time were confronted with problems of great import and intricacy, 
both as to their personal concerns and as to the destinies of their countiy. 
Hut, in regard to the ordinary run of affairs, these people generally ha 
faith in themselves; in regard to further-reaching issuc.s, they had faith m 
their ability to reach correct .solutions through their sy.stein of sclf-govcrn- 
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ment under a beneficent Constitution. They were warmed to their faith by 
evidences of progress and by consciousness of fulfillment. They were im¬ 
bued with that highest form of liberal-democratic faith which consists in 
men’s belief in their own ability to deal with their own problems. 

With the perspective that we now have, it seems that the age which 
gave birth to economic liberalism was, in a general sense, wxll served by 
it. As a mode of organizing economic life in the eighteenth and nineteenth 
centuries, economic liberalism offered many practical advantages. It super¬ 
seded mercantilism, a system which combined decaying medieval restraints 
with newer ones imposed by imperialist nation-states. Mercantilism was 
stifling to enterprise, restrictive to production, an impediment to most 
men’s efforts to raise their material levels of living. The “obvious and 
simple system of natural liberty,” which first won support as men revolted 
against mercantilist ideas, offered reasonable assurance that the community 
would benefit through the victories of abler businessmen over their less 
efficient rivals, through the opportunity afforded the superior workmen to 
improve their economic status, through the security against market exploita¬ 
tion that competition promised to buyers and sellers alike. We should not 
suppose that, even in the ..early days of the republic, the most efficient busi¬ 
nesses always were victorious, nor that opportunities were everywhere 
equal for all men, nor yet that competition made exploitation wholly im¬ 
possible. But the simpler economic institutions of that time, working with 
a simpler technology, functioned well enough. 

Adherence to the system of liberty” probably has lasted longer and has 
been more consistent in the United States than in any other country. It even 
IS probable that the unprecedented economic development of this country 
under the aegis of laissez-faire institutions has given the principal encourage¬ 
ment—in most cases a limited one—to other countries to adopt similar insti¬ 
tutions. In our case the frontier provided a setting for “natural libeity.” 
Frontier life, while it lasted, supplied both the symbol and the substance 
of individual opportunity. Except for the “log-rollings,” the “raisings,” the 
‘corn-huskings” and other forms of spontaneous co-operation, the frontiers- 

nen wanted little of the community except to be let alone. Laissez faire lais- 
'ez passer! ’ 


THE ROLE OF GOVERNMENT 

According to the traditional doctrine of laissez faire, each individual 
the best judp of his own needs, and each will obtain the most satisfac- 
lon .f he IS allowed to buy in the cheapest market and sell i„ .n. j.. 
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From rhis premise it followed that the less government interfered in eco¬ 
nomic life the better off we all should be. Planning, in the sense of the fore¬ 
sight and consistency of action that are prerequisites to sound administra¬ 
tion, should be welcomed in connection with those particular government 
activities (e.g., the maintenance of law and order) which, as everyone rec- 
ogni/.cd, could not be delegated to private enterprise. But planning for 
some larger objective—economic stabilization or full employment, for in¬ 
stance—was held to be unnecessary and even harmful. In colonial times, or 
in the early days of the republic, it could be claimed that governmental 
budgets M ere so small, and the economic activities of the state in general so 
restricted, that their effect upon the market-upon commodity prices and 
the use of productive resources—could safely be neglected. It would seem 
that laisscz faire was a possible policy because the government was not yet a 


big operator. 

At this point the objection may be raised that if our government had 
minded its own business, or kept in its proper place, it would never have 
bccf)mc a l)ig operator. But leaving aside the controversial questions con¬ 
cerning specific governmental interventions in the economy, there remain 
certain functions of the state which exponents oi Jaissez fciire, from Adam 
Smith to the present, have generally agreed to be appropriate. These func¬ 
tions, which were outlined in Chapter i, arc three in number: (i) to de¬ 
fend its citizens against aggression by a foreign power; ( 2 ) to protect its 
citizens against injury to tlicir persons and property by individuals or 
groups within the state; and (0 to perform services which are desirab e 
to the community at large, but which do not lend themselves to dependable 
or effective perfi.rmance by private initiative. Under conditions of the re¬ 
cent past and the present, the performance of these functions alone entai: 
a volume of activity sufficient to make our government a big operator. 

Let us take these functions in order: (.) ITc defense of the natior 
l,y the primitive methods of military science in vogue during the ogHteent 
century involved no elaliorate economic organization. Troops lived oft th< 
country; arms were fashioned in small, local workshops Ptogtess in th. 
,r, „f war has cl.angal all that. Today no nation fcck safe w„ho« a vas 
and hinhly spctiali/.c,l munitions in.lustty costntg hilhons of dollars. C 

The catt of i'ntc.. security has grown less than that o c-rna sc™ 

Yet here too conditions have d-anged. For poss.hdnies of mpny to person 
and property have mnltiplierl with changes in product,on techn.qnes an 
in econ,ln,ic organi/ation. The hazards of mechanical ^ 

dally by air) and of mechanized manufacture have called f™ 
j^nLhm services. The growth in the size of the bus,ness un.t led to th 
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trust movement, and a demand by the consumer that his pocket be pro¬ 
tected. (3) Changing technology has tended to expand the services which 
are desired by the community at large, but which do not lend themselves 
to dependable or effective performance by private initiative. In particular, 
the invention of the automobile vastly increased the scope and cost of nec¬ 
essary publicly furnished highways. 

It is plain that even the classical functions of government have ex¬ 
panded inexorably during the past century and a half. Furthermore, the 
third category—the provision of services which do not lend themselves to 
effective performance by private initiative—has expanded far beyond the 
limits which nineteenth^century opinion contemplated or would have ap¬ 
proved. Two examples will suffice. The simultaneous development of water 
power, navigation, flood control, and irrigation in our larger drainage basins 
affords a case in point. Compulsory unemployment insurance and the pro¬ 
vision of old-age pensions may also be cited. 

Today government employs directly one wage or salary earner in 
eight, and in addition buys in the market place much output of private in¬ 
dustry. A sixth of the gross national product is produced by government 
or to government order. The public debt is so large, and the control of the 
Treasury over the financial sector of the economy so complete, that the 
market rate of interest is largely a result of government policy. It is ob¬ 
viously impossible for operations in the government sector of the economy 
not to influence activity in the private sector. 

The government is far too big, in other words, to achieve anything 
which could be called laissez faire. It seems anomalous, but true, that the 
performance even of those functions regarded by Adam Smith as appro¬ 
priate to the state in a laissez-faire economy has come to entail a scale of 
state activity that is an effective denial of laissez faire. Even if, as many 
urge, our several layers of government were to restrict their activities to 
doing as little as possible, there still would not be a “restoration” of laissez 
faire. As it is, with the accretion of many functions Adam Smith would 
Itave questioned, the operations of our government are now conducted on 
so large a scale that almost everything it does or fails to do , has some im¬ 
pact on the economy. 

'REEDOM AND CONTROL 

A basic condition which we encounter repeatedly in the study of so¬ 
ciety is that of conflicting motives. Commonly there are forces that impel 
people to proceed along certain lines, and other forces that hold them back. 
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Thus, in any economic system, the important sets of forces are on the one 
hand those M liich lead people to work, to plan and organize production, 
to save, to invest; and on the other hand those which deter people from 
doing these things. The motive power of want (which may be for basic 
necessities, for luxuries, for prestige, or for power) is opposed by the in¬ 
ertia of laziness, fatigue, boredom, uncertainty of the future, or the habitua 
set of values we call “living in the present.” These forces exert their in¬ 
fluence and reach an equilibrium in the market place. It is in the market 
place that the choices of individuals are expressed. And it was with th( 
marlcet place that classical writers on economics—the systematic exponent; 
of lahsez faire—were principally concerned. 

This is so for the very good reason that in a laissez-faire system the 
market place was the only channel through which an individual’s freedon 
of choice could be expressed. The classical writers adopted the premise 
that the whole economy is the sum of its parts, and that the parts are free 
people choe)sing what they will and x\’ill not do with regard to consumption 
work, the planning and organization of production, saving, and investing 
The general equilibrium of individual actions resulting from these choices 
occurring in and through the market, has provided the focus for mos 
economic study and speculation in the United States and much of Europi 
in the hundred years since the publication of J. S. Mill s Principles of Po 
litical Ecoiwiny. And, in spite of the mixture of governmental controls witl 
laissez-faire liberty in our present economy (or, perhaps, even because o 
this mixture), we are as seriously concerned today as weie many of ou 
forbears with the forces that impel people to economic action and th 
forces that hold them hack, as these forces express themselves in the maike 
j)lace. 

Yet we also are seriously conccrhcd with these .same forces as they in 
fluence, not the economic choices made by individual people in buying aii' 
selling, but the shaping and direction of our economy itself. The whol 
economy still is the sum of its parts, hut the range of an individual s choic 
today extends heyond his transactions in the market. I'or it is the functio 
of the voter, through the ballot box, to decide public policy. Oui laigcj 
problem concerns the balance that should be struck between freedom an 
control in economic affairs. 

1 low much control, and of what, do we wi.sh our various layers c 
government, especially our federal government, to assume? Or, stated i 
reverse, how much of what kinds of individual liberty and initiative do w 
wi.sh to retain? Especially in view of distortions caused by war, we mu: 
expect our government to go .some distance in achieving ovor-all cfficienc 
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and balance in our economy. Hut how fai' can ir yo u irhoiir our sutiLi iiic 
the economic inefficiency and unbalance rliar results Iroui undertaking tou 
large a task and from ovcrregulation' We also must expect our gocern- 
nient to champion and protect imiividuals w ho ma\ be t\ ranni/ed b\ powei - 
ful oruanizations in the form of bi<'' luisincss oi' bit; labor, but, ayain, how 
far can we go in the attainment of tiiis objecrixe w ithout bi inging upon 
ourselves, as individuals, the r\'rann\' of big goxermuenr- 

This is, for us, a new kind of choice, strikingb' dillerenr lioui that 
with which the economic rheorx' of the marker place was eoiicerned. And it 
also is strikingly more difficidt. I he laissez-faire theorist telt secure acaiiist 
e.xcesses; if particular commodit\' prices became too high, oi' the pi iees ot 
particular productixe factors too loxx', relatixe to other components ot the 
econom\’', people were e.xpectcd tt* act in xxaxs that xxould restore the 
equilibrium of the xx hole. J his x\ as called the piocess of automatic adjust- 
ment, i.c., of automatic response b\- the pi-oductix e sx stem to the stimuli of 
individuals’ behavior. It assumes a x'erx' w ide distribution of responsibilitx, 
and a lack of concentration of bargaining' poxxer in any one spot. So long 
as their individual self-interests keep people apart, there is little danger that 
any single individual will be able to oppose the public interest by exploiting 
other members of the communitx'. Such probabilities assume, of course, that 
the powers of all people, measured by w ealth, status, or bargaining position, 
are about equal. 

CONTROLS EXERTED BY ORGANIZED GROUPS 

But when group interests become, for large numbers of people, superior 
to their individual interests, there is strong likelihood that pow erful organi¬ 
zations may, in their pursuit of group interests, interfere seriously w ith the 
interests of other elements in the community. The first condition calls for 
little government so far as economic affairs are concerned. The second calls 
for interventions in the public interest, and so creates big government. Yet 
that is but to remove the problem to another level. For the use of political 
power to curb economic power is not always effective, as the history of the 
antitrust movement has demonstrated. Moreover, the result may merely 
be to transfer the struggle from the economic to the political plane as h is 
occurred in the field of labor relations. It is not certain that the ballot box 
IS an effective substitute for the market place. 

There is no real doubt, of course, that in our system the suffraerc is 
the ultimate arbiter of political choice, in the economic field as elsexx here. 
But,the struggle on the political plane over the economic desrinir>; of .n.u 
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viduals and groups often be decided more immediately by what promi¬ 
nent politicians believe to be expedient, by the activities of pressure groups, 
or bv editorial policies and propaganda. The awards will be made, not by 
the impersonal fiat of a market operated by economic man, but by the 
decision of political man. The classical economists attributed a high de¬ 
gree of rationality to cconovnc man; perhaps they exaggerated both the 
range of his knowledge and his penchant for taking thought. A 4 ay we not 
be led into more dangerous error if tve attribute similar qualities to political 
man? 

The problem of balance between freedom and control in our economy 
has been stated above in its broadest terms. Actually the problem never arises 
in so general a form in our practical affairs. The situations about which 
decisions have to be made, and actions taken, are tangible and concrete. 
Hence the conflict between freedom and control resolves itself into specific 
questions of policy with regard to particular areas of economic interest, 
and into questions of over-all consistency among the several sets of policies 
applying to the different areas. We shall consider here some of our most 
important policy areas and some of the factors involved in making policies 
in each area. The three areas of policy that are causing us deepest concern 
today arc domestic employment, the relations between labor and'manage¬ 
ment, and our international economic relations. 


THE EMPLOYMENT PROBLEM 

I'hc “obvious and simple system of natural liberty” did not allow the 
possibility of an “employment problem,” did not consider that any signifi¬ 
cant number of people could ever fail to find some employment for which 
they were reasonably well suited. Provided that individuals might enter 
freely into all occupations (barring necessary costs of tiaining), and pro 
vided that employers competed for labor and workers for employment, it 
was hard to sec how unemployment could exist for any length of time. 
In any case, if a laborer should be unable to find an employer, it was not 
too hard for him to set up in business on his own account, as an independent 
farmer, craftsman, or storekeeper. If, nevertheless, unemployment became 
a problem, then plainly some of the conditions mentioned must have re¬ 
mained unfulfilled. So argued Adam Smith and his followers. 

Restrictions. It is not certain that, even in the much simpler world o 
their time, the classical economists were justified in claiming that a lack o 
jobs could be due only to the existence of man-made obstacles to competi- 
Yr-r wiwn thev claimed that the grant of a royal monopoly abric gc 
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the opportunities of potential competitors, or that restrictive apprenticeship 
regulations cut down the number of jobs in many trades, these writers ob¬ 
viously were on solid ground. 

We in our own day run the risk of a shortage of job opportunities from 
just such causes. The autocratic monarch who in seventeenth-century Eu¬ 
rope granted to a few royal favorites a monopoly of the manufacture of 
salt or soap, or of the importation of wines or spices, is matched by our 
own American municipalities which banish peddlers from the streets or arbi¬ 
trarily restrict the number of taxicab licenses. The lengthening of appren¬ 
ticeship and the restriction in the number of apprentices, concerning which 
Adam Smith complained so bitterly, have many modern analogues: there is 
much evidence that labor unions have practiced restriction of entry into 
the building trades, and it has been charged that entrance into American 
medical schools has been limited in the interests of doctors’ earnings. When¬ 
ever job opportunities are deliberately restricted in some occupations, pres¬ 
sure to find work in other occupations, which do not have such restrictions, 
is thereby increased. 

Special privilege. Formerly the most important monopolies were 
granted by the king as an exercise of his sovereignty. The patent laws and 
some municipal franchises continue the tradition of government-created 
monopoly. But in our own day monopoly has become more and more, as 
we have seen, an outgrowth and concomitant of the growth in the size of 
the business unit. In this respect the situation has altered radically during 
the past century and a half. Here, above any place else, the basic assump¬ 
tion of the system of natural liberty breaks down. Whatever was the case 
in the eighteenth century, it is no longer true that laissez faire must lead 
automatically to a condition of universal competition between and among 
employers and workers, producers and consumers, none of whom has any 
special bargaining advantage. The antitrust movement represents a recogni¬ 
tion of this fact and is the expression of a desire to achieve just such a con¬ 
dition of universal competition as that which it was formerly believed could 
be obtained through the system of natural liberty. 

The flaw in the arguments put forward by the exponents of laissez faire 
was therefore their failure to recognize the powerful propensities of human 
beings for joint action. Groups within the state always have tried to secure 
bargaining advantages for themselves by using the machinery of the state to 
obtain an outright monopoly, or at least to limit competition. As public 
criticism made governments, and especially our own federal government, 
less wflling to grant special privileges, group interests turned to the exercise 
of their bargaining power directly through their relationships in the market. 
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To derive a bargaining advantage without the support of special legal privi¬ 
lege, one must of course be very big indeed. Yet this is just what the trusts 
achieved. The growth in the scale of the business unit, initiated by the 
economies of large-scale production, was pressed further as a means of se¬ 
curing monopoly advantage. It is of course true that the attack upon the 
trusts was a response, not so much to their restriction of employment op¬ 
portunity, as to their exploitation of the consumer. In any event, the anti¬ 
trust movement was intended to secure those benefits of competition which 
had formerly been thought to flow automatically from a policy of laissea 
faire, of “hands off” by government. 

The volume of spending. To a degree the employment question is pari 
and parcel of the problem of special privilege. Yet it has other aspects also 
We saw, on a more technical level of discussion in Chapter 31, that th( 
total volume of employment in an economy is chiefly influenced by th( 
aggregate level of spending-by consumers, by business for investment, anc 
by government. Since we have taken classical doctrine for our starting poin 
in the present chapter, it is pertinent to inquire how the level of spending 
might be determined under laissez-faire conditions, and why classical writer 
would have considered it absurd for any agency of government to assum 


responsibility for the adequacy of total spending. 

We saw in our discussion of money and banking, particularly in Chap 
ter 21, that the level of spending is much influenced by the volume of cur 
rcncy-and especially l)y the volume of bank deposits. In the eighteent 
century-indeed, until very recent times-the amount of currency and credi 
outstanding, like many otiicr thing.s, was something about which it was nr 
body’s business to worry. Indeed it would scarcely have been any use t 
ask questions about the adequacy of the money supply, for money meat 
gold and silver, and the mining of the precious metals was traditionally tli 
preserve of relatively small-scale private enterprise. Moreover, the annu; 
output of gold and silver was so small in comparison with the existing stoc 
of these metals that even measures to stimulate mining scarcely could ove 
come a shortage, should one develop. I' ven the few pessimists who thougl 
they forctsaw a shortage of the precious metals were at a loss to recommeii 


a remedy. 

Ikiday the situation is evidently quite otherwise. 1 o an important e 
tent the level of spending continues to depend upon the money supply, b 
the link between the amount of currency and credit outstanding on the 01 
hand and the supply of gold and silver on the other has been neatly scvcix 
Silver of course has been demonetized. In law, it is true, the gold at Im 
Knox sets a certain maximum for the liabilities of the Federal Rcsei 
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Banks; the most important of these liabilities are Federal Reserve notes and 
deposits of member banks with the Reserve Banks; the latter form in turn 
the cash reserves of member banks, and so set a maximum for customers’ 
deposits. 

Yet there is so much elasticity in the system, and the clement of dis¬ 
cretion is so large, that a bald statement of the law gives a totally false im¬ 
pression. In the first place, actual reserves ordinarily exceed recpiired re¬ 
serves, both for the member banks and for the Federal Reserve Banks them¬ 
selves. In the second place, the Reserve Board has the power to vary the 
reserve requirements of member banks. In the third place, the law has fre¬ 
quently been changed, and it can easily be demonstrated that reserve re¬ 
quirements are what the legislators choose to make them. 

In truth, the possibility of applying laissez-faire principles to the money 
supply and the level of spending disappeared early in the development of 
banking. Competitive banking led to the centralization of reserves in finan¬ 
cial centers such as New York and London. The pyramiding of reserves 
had begun the divorce of the volume of credit from the gold supply long 
before 1913. The establishment of the Federal Reserve System completed 
the task and centralized the power of discretion. 

We have not yet learned all there is to learn about the control of 
credit, nor to overcome its “inherent instability.” The point is that in this 
particular we no longer have a choice between freedom and control. In 
order that money might be supplied by free enterprise without any cen¬ 
tralized control, we would have to abolish banks and return to the universal 
use of hard money. Then its supply would be determined by the output 
of the mines, and not by any agency of government. But as things stand, 
government-or at least the Federal Reserve Board, which is a creature of 
government cannot avoid following some definite policy in relation to 
the money supply. Even if the board decides not to intervene in the monev' 
market, to refrain from open-market purchases and sales, this very decision 
is a policy decision. 

The realization that government is inevitably committed to policies, in 
the field of money and banking, which cannot but affect the level of em¬ 
ployment has led to more extended proposals for employment planning. 
Especially if monetary mismanagement leads to unemployment, the rt 
sponsibility to set matters right seems unequivocal. Yet, as we saw’in Chap¬ 
ter 21, monetary devices lead all too easily to instability. This is why other 
measures, and especially fiscal policy, as seen in Chapter 31, recently have 
been invoked as aids toward the stabilization of employment. The fact that 
employment policy has tended to take in more and more territory should 
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not make us forget why the state originally became interested in control in 
this field. The reason is that a strict policy of laissez faire in regard to bank¬ 
ing had long since been found impracticable. 

LABOR-MANAGEMENT RELATIONS 

A second-area in which the conflict between freedom and control has 
become acute is the labor market. The classical doctrine is crystal clear. So 
long as no employer hired enough workers to derive a bargaining advantage 
merely from the size of his pay roll, competition for labor would insure to 
the worker the full value of his contribution to production: no worker could 
get more, but none need accept less. Since wage bargains were entered into 
voluntarily, the state should not interfere. Partial exceptions to this rule 
were allowed at an early date with respect to hours of work, especially 
of women (who were not supposed to be fully capable); and also with re¬ 
spect to health and safety. These side issues did not directly involve the 
wage bargain. 

The bargaining aspect. The theory that wages really were fixed by free 
competition among ecjuals outlived the reality; indeed it probably never 
was fully applicable. As so often happens, the philosophers described a 
world of their ideals, rather than the one in which they actually lived. At 
any rate by the middle of the nineteenth century the typical business might 
still be small, but it employed enough workers to enjoy a distinct bargaining 
advantage over them. Moreover, it was comparatively easy for employers 
in a certain town to get together and agree not to “spoil the market” by 
hiring workers away from each other. In this way the assumptions of the 
“obvious and simple system of natural liberty” were negated in a manner 
which gave an open invitation to workers to organize (as described in 
Chapter 15) in labor unions which placed their bargaining power once 

more on a level with that of employers. 

On the whole, the size of the units buying labor increased more rap¬ 
idly than the size of the units selling labor. Employers, too, for a long time 
were better organized, better financed and better supplied with legal anc 
administrative talent, than were labor unions. Not until the 1930’s could the 
bargaining power of the two sides once again be described as rough > 
equal. By that time the contrast with the ideal competitive labor maree 
was complete. In many industries a single organization of employers facet 
a single labor union across the bargaining table; what the economists e 
scribed as “bilateral monopoly” had arrived. 
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The restriction on freedom implied in this new set of institutions was 
clear. The small employer who could only survive by cutting corners was 
driven to the \\'all. Equally the worker who would willingly have worked 
for a few' cents less was deprived of a chance to offer his services at that 
price, and might have to turn elsewhere for a job. The new dispensation, 
indeed, was particularly hard upon two types of workers; those \\ ho \\ ished 
to enter highly organized trades but now found artificial obstacles in the 
way, and those in completely unorganized trades who were now joined by 
persons excluded from organized trades. There was little that the state could 
do to succor those who suffered under the new regime, for it was plainly 
beyond the power of government to bring back the decentralized and 
atomistic labor market of a former day, even had there been sentiment for 
such a reversal of history. 

The legal aspect. The conflict between freedom and control lay else¬ 
where. It was soon found that the common law provided a wholly inade¬ 
quate background for the new collective bargaining which appeared in the 
labor market. The reason was that the broad and often vague principles 
embodied in the common law gave rise to sharply conflicting results when 
applied in the labor market. These difficulties were most obvious in the case 
of injunctions in labor disputes, where the legal principles to be applied 
were variously interpreted by different courts, and often appeared to inflict 
great hardship upon labor unions and their members. Pressure consequently 
arose for legislation to clarify the rights and duties of those engaged in 
collective bargaining and in labor disputes. By the thirties the task of fur¬ 
nishing the labor market with a statutory framework could be shirked no 
longer. Once again the basic assumptions underlying the system of natural 
liberty had melted away, and in consequence a strict policy of laissez faire 
was no longer attractive. The pressure for state interference came from 
two powerful economic groups—labor and management-each of which nat¬ 
urally hoped to turn legislation to its own advantage. As so often happened, 
the economic conflict was partly transferred to the political plane. 

In framing labor legislation it was no more possible for Congress to 
be impartial than it had been for the courts, when they applied the com¬ 
mon law to labor disputes. But lawmaking by Congress at least had the 
advantage that it produced a uniform code derived from a consensus of 
opinion. Because the courts had tilted the balance against labor, it was nat¬ 
ural that the early legislation (La Guardia and Wagner Acts) should seek 
to redress that balance and should appear to favor labor. The Taft-Hartley 
Act redressed the balance in favor of the employer, but it cannot be said 
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that the aggregate of congressional action—in passing, amending, and re¬ 
pealing particular laws—has yet erected a satisfactory legislative framework. 

From the viewpoint of the conflict between freedom and control, the 
kind of regulation imposed is of greater interest than the exact locus of the 
point of balance achieved between the interests of the two groups. The 
resolution of the struggle between labor and management on the political 
plane has resulted, as \\’e saw in Chapter 15, in the construction of an elab¬ 
orate quasi-judicial framework for enforcing the prescribed code of be¬ 
havior, with respect both to regular day-to-day bargaining and to actual 
disputes. The employer's freedom is restricted in numerous respects; his 
rio-ht to hire and fire is limited, he must not indulge in specified “unfaii 
practices,” and he is compelled to bargain with a specified union. The work¬ 
er’s freedom is restricted also; he can be prevented from striking and h( 

can also be forced to pay union dues. 

As a matter of public policy, it is not yet entirely clear what the ob 
jectives of control in the labor market are, nor what advantages are expectec 
to accrue from the loss of freedom implicit in this control. For the trutl 
is that the labor legislation of the past two decades represents the result 
of a struggle between two rival economic groups to use political powe 
as a means of obtaining economic advantages. The primary desiie of th 
nation at large in considering such legislation is sometimes said to be tha 
it should lead to industrial peace. Indeed within the past few years dispute 
have led to large losses of output, much inconvenience, and some hardshij 
And yet there are many other possible objectives of control which hav 
received thus far much less attention. We could aim, for instance, at labc 
legislation which would stimulate industrial productivity, which would er 
hance the status of tlie individual worker within his union, which woul 
make racial discrimination more difficult, or which would define more clearl 
what functions belong to management and what do noL But enough hi 
bebn said to indicate that our application of control in this field to date h: 
been haphazard, and has been motivated less by a consideration of the pul 
lie welfare than by the desires of two powerful economic groups. 

ECONOMIC RELATIONS WITH OTHER COUNTRIES 

Trading relations between this and other nations represent a thii 
problem area i.i which a satisfactory balance between freedom and contr 
has not yet been achieved. The importance of clear thinking about tl 
question is apparent, if we ask ourselves whether the relation of our eco 
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omy to the economies of other nations is to be one of co-operation or one 
of conflict. 

Co-operation and conflict, like peace and war, are not absolutes. But 
they do reflect a degree of compatibility or of incompatibility between the 
domestic affairs of particular countries and the conditions in the interna¬ 
tional environment. There are only two consistent lines of policy: (i) a na¬ 
tion may seek to adjust its internal affairs so that they accord with har¬ 
monious and co-operative international relations, or (2) it may make its re¬ 
lations with foreign nations and foreign markets conform with what it be¬ 
lieves to be its domestic interests. The second line of policy is the one that 
has been followed in the past by the principal industrial nations. The recent 
attempts of Germany, Italy, and Japan to force conformity upon other na¬ 
tions by conquest is simply the most dramatic and extreme form that this 
line has taken. 

Actually, however, it has only been the extreme policies pursued by 
nations in the past that has created so sharp a distinction between lines of 
policy. Certainly, in the case of the United States, there is no necessity for 
a cleavage between our domestic interests and our international interests. 
Given the resources and the specialized abilities that we have, given the 
existing structure of our productive system, given the widespread interest 
that Americans have in steadily rising living standards for all elements of 
our people, it follows that we must import goods and export goods in 
large quantities, and carry on other kinds of transactions with foreign coun¬ 
tries. It follows further that our domestic interests and our international in¬ 
terests are intertwined, that their separation for purposes of policy is fal¬ 
lacious, and that such separation may lead to action that endangers our eco¬ 
nomic welfare. 

Let us proceed, as we did in the two previous areas of conflict between 
freedom and control, with an examination of the classical doctrines that 
dealt with this subject. The exponents of the “obvious and simple system of 
natural liberty” were clearly of the opinion that laissez-faire principles should 
be applied to international as well as to domestic trade, and for substan¬ 
tially the same reasons. They argued, that is to say, that a nation will spe¬ 
cialize in the production of those things for which it is best fitted if indi¬ 
vidual merchants are allowed to import and export in complete freedom. 
The self-interest of competing nations, and of competing individuals within 
each nation, would naturally cause all concerned to buy in the cheapest 
market and sell in the dearest. Such self-interest would, at the same time 
have the eminently desirable result that everybody-both nations and indi- 
viduals-would make bargains satisfactory to themselves, and the most ef- 
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ficient international division of labor would be encouraged. In addition, 
competition would prevent large and economically important nations from 
pressing home advantages of size, making use of possibly superior bargain¬ 
ing power, and exploiting smaller or economically weaker nations. For all 
these reasons, so classical writers argued, foreign trade should be left free 
and uncontrolled in the hands of individual merchants. 

Yet even a nation, such as the United States, that ranks relatively high 


in economic self-sufficiency, is easily tempted in times of large scale unem¬ 
ployment to erect barriers against imports and to try to stimulate exports. 
Tariffs, import-quota systems, export bounties, and currency devaluation 
arc devices by which nations seek to bolster internal spending (which en¬ 
courages domestic employment) and to cut down external spending (which 
merely employs foreigners). In this manner a nation may export unem¬ 
ployment to foreign countries. A strong nation can, for short periods ol 
time, benefit from such policies. In the long run, however, its losses ar< 
almost certain to exceed its gains. This is so because the cut in its impoit: 
eventually reduces the market for its exports, for the international balance 
out of which payments are made dry up and will not long permit a natioi 
to go on selling goods abroad without buying goods abroad. It also ha 
been demonstrated that barriers against imports and subsidies to export 
created by one nation provoke retaliatory action by other nations. More 
over the general intensification of depressed conditions in all nations, wit 
widespread strangulation of trade and defaults in payments, makes recover 


more thfficult in each nation. 

Rcstric;ti<iii readies its mnst advanced point when trade lienvecn com 
tries is reduced to liarter. The “hilateral trade agreements” that existed b( 
tween Hitler's Reich and most of tlie countries of soutlieastern Rurope a, 
examples of such halter; they exemplify, too, the ruthless ‘ 

small countries hy a large one that is made possible by such methods. \V i 
a nation centralLs its foreign trade in the hands of some S"™™™ 
agenev, it achieves a degree of bargaining power comparable m that o 
rtined'through any other form of group action in the market. Tlie adva 
rages to be derived from monopolistic policies of this kind '(’T , 

verelv limited by risks of retaliation. The British monopoly of natiii.i nil 
(ler encouraged Hie use of substitutes; '•dumping” of exports on worl nia 
kets by the Russians during the icyio's provoked countervailing du ic,. 

estlictions of coiiimerce among nations feed upon themselves; on 
an important eomi.iercial nation establishes them, other nations feel cm 
' lied to take similar action. The United States has not restricted tr.u 
drasticallv'as some other nations have; Hitler's Reich may be cited as 
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extreme modern example. But, for the immediate future, it should be clearly 
recognized that the place of this country looms so large in wurld affairs 
that the effects of its actions to restrict or to promote world commerce 
will be vastly greater than those of similar actions in the )'cars before World 
War II. And, as for the past, we have erected monuments t(j rcstricri(ui 
in the Fordney-McCumber Tariff of 1922 and the Smoot-IIau lc\' Tariff' 
of 1930. All of the various restrictive devices are designed cither t(; reduce 
imports or to increase exports; one of them, currency devaluation, is de¬ 
signed to do both of these things. 

Does it follow from this that exports are more important than imports 
to domestic prosperity and employment? John Stuart Mill argued a ccnrur\- 
ago that, because people in each nation sold abroad goods the)- produced 
viost advantageously and bought abroad goods the)' produced least adx anta- 
geously, “the benefit to each nation from foreign trade lies in its imports." 
With the industrial development that has occurred between Mill' s time 
and our own, the same conclusion can be reached on other, more empirical, 
grounds. The more complex our industrial products and methods come to 
be, the more varied the materials-many of them imported materials—that 
are used. Their strategic importance is suggested by a moment’s reflection 
on the effects that a stoppage of manganese imports would have on our 
steel industry and on the industries that depend on steel. Both exports and 
imports are necessary to domestic prosperity and a high level of emplo\ - 
ment; we cannot have one without the other. 

Our understanding of this is important also to any consideration of the 
stable balance of our domestic economy. Proponents of protective tariffs 
and other devices of economic isolation sometimes have argued that foreign 
trade is of only moderate importance because, in “normal” times, our ex¬ 
ports amount to only about 10 per cent of our total volume of commerce. 
The other 90 per cent moves, of course, in domestic channels. Yet, from 
what has been said, it should be clear that the elimination of exports' (and, 
more importantly, of the imports for which our exports pay) M ould make a 
difference of much more than 10 per cent to the volume of both our com¬ 
merce and our production. 

It cannot be too strongly stressed that the kind of balance we Amer¬ 
icans establish between economic freedom and control in the international 
sphere will have a determining influence, in this postM'ar era, on another bal¬ 
ance that must, and will, be struck. That is the balance of the world econ¬ 
omy Itself. On this balance will depend each country’s prosperity and em¬ 
ployment, and also the quality of its relations with other countries'. On it de¬ 
pends whether there will be harmonious international relations, or ruthless 
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struggle among conflicting groups of nations. Because the weight of our 
country is so heavy in the scales of our time, there rests with us a special 
responsibility to lead the major trading nations toward sanity. These issues 
have been clearly recognized in United States policy tonard the Interna¬ 
tional Trade Organization, an instrumentality of the United Nations. At 
Geneva in 1947 and at the Havana Conference in 1948, our government 
pressed for agreements against obstacles to private trade between nations. 
In the case of countries whose governments partially or entirely monopo¬ 
lized their foreign trade, the United States urged agreements renouncing 
the use of monopoly power in international dealings. 


THE EMERGENCE OF POLITICAL ECONOMY 

We have deliberately refrained in this book from focusing attention on 
policy issues as such. The preceding chapters have been written as a con¬ 
tribution to the understanding of the processes whereby, and the institu¬ 
tions through which, the American economy operates. Naturally and in¬ 
evitably as we examined the role of the state in economic atfairs, and as wt 
observed the circumstances and aspirations of various groups within th( 
economy, issues of policy came to the fore. In the preceding pages of thi; 
final chapter wc have focused on outstanding policy issues to illustrate thi 
basic conflict between freedom and control in our present-day economy 
Certainly the problem of balance between freedom and control transcend 
any discussion of economic processes or institutions. For it raises basic po 
litical and philosophical issues which go far beyond the operation of ou 
economy, issues at which we can only hint in this place. 

I'he range of problems to which we refer occupies the borderline be 
tween economics on the one side and politics on the othen It was a wis 
instinct which made the early economists name their discipline politia 
economy,” for they knew that any serious discussion of economic aftaii 
was liltcly to end up in a dcliatc over issues of policy, perhaps even ove 
political ways and means. Although it has become fashionable m moder 
rimes to separate the study of economic processes from the study o pe 
litical institutions, it is obvious that many of the questions asked by ecoiu 
mists fall within the area in which political scientists work. Some mdec 
mly well be referred to philosophers. And some may still go unanswere 

even by the spccialists-of whatever kind they may be. 

It is very noticeable that each c,f the three conflicts between freedo, 

and cnnm.l discussed in this chapter owes its origin to the ' 

monopoly in one form or another. The employment prohlem was affec 
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by more than one kind of monopoly—the monopoly of specific occupa¬ 
tions by existing vested interests on the one hand, and the monopoK o\ er 
the creation of purchasing power possessed by government on the f)thcr. 
The second conflict discussed—labor-manafrement relations—exhibits the 
problem of power resulting from the appearance of bilateral monopoK' in 
the labor market. Into the third conflict, also, monopoly enters in more 
than one form. On the one hand is the range of problems which arise be¬ 
cause domestic producers claim a monopoly of the domestic market; (m the 
other are the difficulties which result when a state decides to monopedize its 
entire foreign trade. 

Evidently in our modern economy monopoly extends far beyond w hat 
we think of as the trust problem. In fact, the issue of monopoly emerges 
wherever an economic group is able to enhance its bargaining power b\' 
some kind of collective action. Sometimes the group acts independently in 
the market, by excluding competitors and exploiting its bargaining superior¬ 
ity over those from whom it buys and those to whom it sells. The tradi¬ 
tional trust or combine is an example of such a group. Generally, the politi¬ 
cal atmosphere is unsympathetic to\vard such groups, and—unless rhe\' can 
disguise their nature-they can hope for few' privileges at the hands of the 
state. 

■Other groups are able to buttress their monopoly position in the mar¬ 
ket by successfully demanding special privileges from the state. It has been 
said, at different times, that both management and labor have obtained such 
favors. Certainly, at one time or another, political action has {riven qrcat 
advantage to such different groups as farmers, silver miners, and" merchant- 
ship owners. Not all these groups xvere able to acquire a monopoly in the 
market, even with the help of favorable legislation. Some of them have in¬ 
deed used special privilege dispensed by Congress to fortify and consoli¬ 
date a market monopoly: labor unions and farmers are examples. 

. Other groups have found a more profitable use for political power in a 
raid on the public treasury, and have not needed-or have not bothered-to 
secure legislation to bolster their position in the market: the silver interests 
and the merchant marine fit into this category. The special interests which 
have found the tariff most helpful occupy an intermediate position- the 
copper mining interests of Arizona, Utah, and Montana have been satisfied 
to exclude foreign copper from their market but have not seriously at¬ 
tempted to eliminate domestic competition. It is evident that the results of 
freedom have not been entirely happy; while oil the other hand the political 
potentialities of group action have led to some very peculiar forms of 
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\\ h.ii '-lutiilil !)f iliiiK- ('crt.iinK it is the liinction of political economy 
to 'SC. 1 icipicnth’ the ec onomist can indicate how a given outcome, 

nnc\pcitcii and oticn umntended. has heen hrouuht about. Often he can 
slwoi. how policies proposed ate likcK to defe.it tlieir own ends. Both of 
thc'«e functions (.f economists have been given some attention in this book. 
We hope. too. that it has l>cen Mifhcienth shown that whatever ecotiomic 
I'oals wc m.i\ attain in the future must be reached b\ uoinii ahead from 
where wc now stand. 
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tion, 172; of production, 172; of workers, 

344 . . 

Central America, oil m, 93 
Centralized economic planning, 746; anti 
private cnterpri.se, 747 (J-; social ol))ec- 

tives of, 748 . , o 

Chain stores: competition by, 428; mo¬ 
nopolistic, 429; taxed, 427, 428, 616 
Chase, Stuart, nttoted, 84 f. 

Chase-I larris-I'orbes Coniiiany, 500 f- 
Chemical industries, 50 
Child care, 67 
Child-labor laws, 360 


Children to women, ratio of, 61 
Chile, 711 

China; currency of, 511; population of, 
45; poverty of, 151; silver in, 516 
Chromite in U.S.. 96 
Cities, development of, 76 
Citrus industry, 396 
Civil Service Commission, 753 
Civil War: fiat money during, 474; green¬ 
backs during, 475, 640; inflation of, 643 
Ci\ il Works Administration, 440 f. 
Civilian Conservation Corps established, 

440 ... 

Civilization, built on minerals, 96 
Clark, John Maurice, quoted, 275 
Clayton Antitrust Act, 2j8f. 

Closed shop, 365 
Clothing industries, 47 f. 

Coal: anthracite, chart, 89; bituminous 
chart, 89; conservation of, 91; costs of 
91; depletion of, 91; deposits of, 91 
displaced bv water power, 94; displace, 
wood, 107; fields, 48; oil from, 93; pro 
duction of, 91; and railroads, 116; re 
serves of, U.S., 33; resources of, 46, 65^ 
scarcity of, 91; transportation costs o 
90; utilization of, 33 
Code authority, price-fixing by, 292 
Codes of fair competition, 291 
Code-making structure, unconstitutiom 
295 

Codified industries, 294 
Coinage Act of 1792, 467 
Coins, 472 

Collective action, 10 
Collective bargaining, 262, passim 
Collectivism, economic, 430 
Combination; horizontal, 273 f., 285; 

industry, 273 f.; vertical, 273 f., 285 
Commercial bank: accounts of a, 487 
balance sheet of, 480; as debtoi a 
creditor, 480/f. 

Commercial banking: reforms of, 500 
system of, 510 

Commercial banks: assets and liabilities 
table, 519; assets of, chart, 5m; cont 
o'f, 484; government borrowing tri 
635; lending power of, 505; loans 
484/J.; operation of, illustrated, 480; 
serve provisions for, 491; and savi 
banks, 540; 

Commercial credit, 477 
Cqmmcrcial Credit Corporation, 713 
Commercial era, the, 13} f- 
Commercial farming, 395 , 

Commercial and investment banking. 
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Commercial paper: as collateral, 498; dura¬ 
tion of, 495; rediscount of, 494; self-liqui¬ 
dating, 494; supply of, 495 
Commercial policy: codified by I.T.O., 
699; U.S., 693 

Commissions, state: administrative function 
of, 317; control, of accounting and re¬ 
ports, 313 f.; success of, 313; jurisdiction, 
table, 312; members of, 315/.; organiza¬ 
tion and procedure of, 315/f. 

Committee of European Economic Coop¬ 
eration, 714 

Committee for Industrial Organization, 
373; name changed to Congress of In¬ 
dustrial Organizations, 374, which see 
Commodities: allocations of, 80; demand 
for, 670; perishable, 657 
Common law, English, 282, 795 
Common stock: as equity, 534; essential, 
534; prices, chart, 208, 210 
Common stockholders, 325; control by, 

532 

Communism, rise of, 346 
Communities, self-sufficient, 132 
Community: responsibility, 460; services, 

787 . 

Companies, 285; holding, 135, 252; joint- 
stock, 135; multi-million-dollar, 261; par¬ 
ent, 252; union, 379 

“Comparative Retailing Costs of Consum¬ 
ers’ Cooperatives,” Clark Kerr, 43322. 
Compensation, unemployment, 228 
Competing nations, self-interest of, 797 
Competition, ii; axioms of, 344; benefits 
of, 792; control exerted by, 20 f.; deter¬ 
mines wages, 343; among employers, 
34:8; vs. exploitation, 785; federal con¬ 
trol of, 298; from foreign producers, 
24; from government, 770; on labor 
market, 343; limiting of, 427 monop¬ 
olistic, 304; vs. monopoly, 280 f.; obsta¬ 
cles to, 790; in production, 25; “pure,” 
346; restraint of, 302; self-destructive, 
25; task of, 415; unfair, 298 f.; universal, 

791 _ 

Competitive industrialization, 663 
Comprehensive planning: in Russia, 751; 
in U.S., 748 

Concentration: in business, 265; of capi¬ 
tal, 255, 266 f.; of economic power, 303; 
of employees, 263 ff.; of fluctuation, 
275; of management, 249; of monopoly 
power, 304; in ownership and control, 
264; of power, 262; of purchases, 224; of 
resources, 731; trend toward, 77; of 
wealth, 135 

Conciliation Service, 370 


“Confiscatory” laws, 309 
Conflict and co-operation in the America 
economy, 730 

Congress: antitrust laws of, 283; budge 
submitted to, 578; labor legislation ir 
795; on securities informatitjn, qiiotci., 
563; special privileges from, 801 
Congress of Industrial Organizations, 373 
and AFL, 379; election contribution oi 
375; unions expelled, 373 
Conservation: of coal, 91; laws, 82; o 
oil, 93; program, 86 f.; of resources, 8 
Consolidated income account, foniiiiL' 
i 54 > .155. 

Consolidation: defined, 286; of electri' 
power industry, 328; trends in, 273 
Constitution: Fifth and FourtcentI 

Amendments to, 247; interstate com 
merce clause of, 283 
Consumables, shortage of, 190 
Consumer co-operation, 430; demand, 748 
expenditures, chart, 142; spending, 76c 
768 

Consumers: changed status of, 421 f.; con 
trol of production by, 416; dependenci 
of, on the market, 421; as producers 
201, 416 f.,- protection and co-operatioi 
of, 412 if.; spending habits of, 770 
Consumers’ Advisory Board, 424 
Consumers’ capital, 167; co-operatives 
430; democracy, 415; dollar, chart, 419 
goods, 126, 412, 664; industries, 73; pric( 
index, chart, 179, 211; sovereignty, 4i( 
Consumers’ Research, 425 
Consumers’ Union, 425 
Consumption: defined, 156, 412; chart 
181; diversification in, 417; patterns of 
418 if.; of plant and structures, chart 
217; and production, 413; scale of, 4 
types of, 419; taxes on, 590 
Contingencies, reserves for, 488 
“Contracts, tying,” 298 
Control: of advertising, 423; of business 
298 f.; of business cycles, 741; of capital 
structure, 285; of competition, 298; ol 
corporate management, 532; degree of 
788; economic, 774; of employment, 774 
by Federal Reserve System, 516; of for¬ 
eign exchange, 706; forms of, 21; anc 
freedom, 787 f.; governmental, 783; bv 
individuals, 21; of industry, 302; instru¬ 
ments of, 524; of intercorporate transac¬ 
tions and relationships, 315; by labor or¬ 
ganizations, 23; vs. laissez faire, yj} if.. 
of lending policies, 484; of management 
249; and management, unified, 244; ovei 
the marker 7 / 17 * nf _ 
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.60; of money supply, 635; by a monop- 
ilv, 242; and operation, by Russian au- 
horities, 746; by organizations, 21; over 
)olieies, 257; of prices, ii; of postwar 
ents, 733; problems of, 10 ff.; of pro- 
iuction, 231 ff.; over security issues, 
by the state, 23; taxation as, 
107 ff.; of trading practices, 564 f.; war- 


iine, 741 

nvertibility of currency into gold, 513 
olidge. President Calvin, 290 
-operation: economic, 430; among na- 
ions, 698; pattern of, 13; of specialists, 

• rr 

i-operatives vs. private stores, 433 77. 

i-ordination: in economic system, 321; 
aetween fiscal agencies, 619/.; of power 
facilities, 333; of productive process, 
15/.; of public policies, 754 f-,' of Rus¬ 
sian economy, 742 

jpper: American, exported, 679; U.S. 
resources of, 46; in South America, 53 
)rn, chart, 388 
irn Laws, repealed, 657 
irporatc: accounting and reporting, 562; 
activity, table, 243; bonds, 531 f.; char¬ 
ter, as a general privilege, 246; enter¬ 
prise, the, 234 ff.; finance, analysis of, 
527 ff.; form, advantages of, 249/7.; bene¬ 
fits and powers, 253; functions, 527; 
management control, 532; mergers, 135; 
organization, the, 243 f.; profits, chart, 
214; stocks, 532; security holders, rights 
and powers of, 534/7. 
arporation: advantages of the, 244; as an 
“artificial person,” 247 7.; as a capital¬ 
raising device, 245; in industrialized 
countries, 245; investment of, 267; legal 
status of, 245/7.; promoting monopoly, 
255 7.; reports, required by Sr.C, 564; 
securities of a, 533; standard of morals 

of, 2547. . , , „ f 

orporations: agricultural, 117; assets or, 
261; capital resources pooled in, 135; 
capital structure of, 533 f-,’ closely held, 
taxes on, 615; financing of, 527 ff.; gradu¬ 
ated federal income tax on, 593; growing 
from witliin, 530; gnilty of criinc, 248; 
immortality of, 280; information rc- 
quiretl from, 564; ob')cctiycs of, 248 f., 
owners of, 5d4; self-financing by, 
lost: advantages of bigne.ss, 267; of atomic 
jttiwer, lion.; of goods sold, 236; of 
government, 581; of government pur¬ 
chases, 156; of living, after VVorld War 
II, 732; co.st-of-living price index, 178; 


of production, 320/7.; “cost of produc¬ 
tion plus fair profit,” 294; of tax collec¬ 
tion, 614; of VA, 584 
Costs: of operation, 328; and prices, 2247.; 

of rate regulation, 324; of war, 628 
Cotton, chart, 388; e.xported, 679; sheet¬ 
ing, test of, 424; surpluses, 405 
Council of Economic Advisers, 754 
Credit: bank, 479; classifications of, 477 ff.; 
commercial, 477; control of, 754; in 
security markets, 5677.; creation of, 482; 
elasticity of, 499; as a form of money, 
463; forms and uses of, 4767.; functions 
of, 476; investment, 478; public, 478; 
price of, 524; supply of, 524; types of, 
476; uses and purposes of, 477; use of, 
in security markets, 559 ff.; volume of, 

5M . . 

Creditor position of U.S., 690 
Creditorship status of bondholder, 535 
Crop: failures, 396; prices, 397; rotation, 
82 

Crops: basic, 403; bulk, 117; soil-building, 
404 

Cuba: manganese from, 46; U.S. agree¬ 
ments with, 702 
Currency Act of 1900, 467 
Currency: elastic, 498; convertibility of, 
into gold, 509; devaluation of, 79 ^» 
sources, of International Monetary Fund, 
708; volume of, 792 
Current dollars, chart, 181, 184, 186 
Customs duties, 589 
Cycles in general business, 209 
Cyclical movements, measurement of, 
206 7. 

Czechoslovakia, 711; and ITO, 699 

Dairy farming, chart, 388 
Dartmouth College case, 247 n. 

Death duties: forms of, 595; rates, 67; 

trend in, 65 
“Death sentence,” 333 

Debentures, 532 , . o *. 

Debt: alternatives to, 631 f.; burden, 628/7., 
analysis of, 629/7.; federal, 579, passim; 
during World War I, 624; to -finance 
World War II, 17'; table, 625; interest 
on, 639; .state and local, table, 625; war¬ 
time growth of, 189 

Debtor to creditor status, transfer ot U.S. 

from, 689 , . T, T, 

Decline of Competition, The, A. R. Burns, 

quoted, 295 

Default of foreign debtors, 690 

Defense of the nation, 786 

Deficit: annual, 586; financing, 617, 771 
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Deficit spending, 772; in depression, 626 ff.; 
by New Deal, 773; policy of, 772; for 
war, 639/. 

Deficits, European postwar, 713 
Deflation: of agriculture, 396; checking of, 
777; first step to, 763; statistical, 182 
Delaware, competing for charter business, 

247 

Demand: for agricultural products, 394 f-,’ 
for automobiles, 219; deposits, 476; for 
goods and services, 750; geographic con¬ 
centration of, 348; regulates size of an 
industry, 268; shifts of, 59; and supply, 
in labor markets, 348 f. 

Democracy, industrial, 385 
Demonetization of gold, 511 
Denmark, 711 

Department of Agriculture, 404, passim 
Department of Commerce, quoted, 166, 
691 f., 693, 807 

Department of Justice, 284, passim 
Department of Interior, 90 
Department of Labor, 79 
Depletion of forest resources, 100 
Deposits: accepted by investment banking 
firms, 501; bank, 476; created by loans, 
221; diversified, 489; guarantee of, 502 
Depositors, security of, 489 
Depreciation: appropriations, 190; of 
assignats, 511; of capital, 163; defined, 
157; and depletion reserves, 538 
Depression: agricultural, 391; business, 
218; monetary safeguards against, 707; 
revival from, 218; world-wide, 674 
Depression-fighting measures, 581 
Destruction of land resources, 85 f. 
Destructive competition, 300 
Determinant: of savings, 636; of size of 
national income, 174/. 

Devaluation; competitive, 694; of dollar, 
468 

Development: of cities, 76; economic, 87 f.; 
of land and water resources, 95; of new 
materials, iiiff.; for self-sufficiency, 
703; technological, 272 
Dewey, Governor Thomas E., 621 
Dewhurst, J. Frederick, 85 n. 

Diesel; engine, no; locomotives, 116 
Differentials: economic, 75; wage, 354/. 
Directors: functions of, 257; interests of, 

257 

Discounts, regulated, 299 
Discrimination; defined, 299; U.S. as tar¬ 
get of, 698 

Disinvestment: external, in Western Eu- 
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Distribution; of consumers’ dollar, chart 
419; of factory employees, chart, 264 
of farm and nonfarm houselujlds, chart 
391; of industrial equipment, tabic, 144 
of goods, 232; of income, 26, chart, 197 
chart, 199; of national income, 174//- 
table, 192, 195; of personal income, tabic 
418; of world manufacturing produc¬ 
tion, table, 6-jCy, of real-estate im[:)rove- 
ments, table, 144; by type (jf income 
iqyfj.; of working force, chan, 72 
Diversification: of corporate securities 
251; of investments, 251; of products, 

271 

Dividends, 170; paid by U.S. Steel Cor¬ 
poration, 537; rate of, on corporate 
stock, 533 

Division: of labor, 128; of ownership, 244 
Dollar: buying power of, 180; commodity 
value of, 468, 580; constant, 180; current, 
chart, 184, 186; consumers’, distributimi 
oi, chart, 419; deficit of Marshall Plan 
nations, 714; devaluation of, 468; gold, 
508; gold content of, 467; gold value of, 
513; instability of, 580; national income 
in, 180; 1929, chart, 184; 1939, 178; 

shortage of, world-wide, 720; silver, 472, 
473 f.; unit of value, 467; “votes,” 415 
Domestic: economy and foreign trade, 
679 f.,-^ industry, tariff to protect, 616; 
and international responsibilities, 586; 
transactions of Soviet Union, 718 
Dominance, of money, 133 
Double liability, 2507?. 

Douglas, William O., former Chairman of 
SEC, quoted, 566 
Drafts, 484 

“Due process” clauses, quoted, 30972. 
Dumping: American, of surplus commodi¬ 
ties, 693; foreign, 684 
Duncan, G. A., quoted, 647 
Dun & Bradstreet survey, 435 
Durable goods: fluctuation in, chart, 216- 
kinds of, 215 ’ 

Duration of business cycles, 212 f. 

Dust Bowl, 85 

Dutch East Indies, rubber planters in, 682 
Dutch Guiana, bauxite from, 98 
Duties: death, 595; protective, 608 
Dynamo, electric, introduced, 109 

Economic: adjustments, 784; ascendancy 
of U.S., 717; authoritarianism, n; be- 
avior, measure of, 463; burdens of war 
643; collectivism, 430; conflict, trans¬ 
ferred to the political olane. m-- 
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"4. "“5; c(i-<>per;ui()n, 430; curbs of 
\\'<)rUlW’.tr tl, 74S; ditfcrcnti.ils. 75; 
chsrorrions, due to \^ orld War ii, /i^ 4 i 
efforr, ob)Ccr of, 133; fluctuations, 20, 
“95' 77^^’ fi'^'^-'tb'iu and control, inter¬ 
national balance between, 799; goals, 802; 
groups, conrtict and co-operation among, 
339/).; growth, in U.S., 717; impact of 
the wabs end, 780; importance of the 
federal srovernment, 191 1-< indit iduahsm, 
430; information, 776; insecurity, 17 f-, 
437, 470; instability, 139, 150, 205; inter¬ 
dependence, 6t6; isolation, medieval, 133; 
legislation, federal, 776; liberalism, 9/J.; 
liberty, 8, 12, 259/.; nationalism, 52; 

organization, 69; organizations, 11; per¬ 
sonality, two parts of, 166; position of 
farmers, 389 ff.,- pre-eminence, Ameri¬ 
can, 673; privation, 58; problem of the 
needy aged, 457; problems, 784.; pump¬ 
priming, 440; (]uestions, in political area, 
800; rationale tif political parties, 647, 
relations with other countries, 796 ff.; 
security, 17 If.; self-sufficiency, 798; situ¬ 
ation, of Western Europe, 71 r, stability, 
kev to, 754; status, of farmers, 39 '^' study 
and speculation, 415, 7^^> surplus, 127, 
theory of the ninrkct plncc, 7 ^ 9 > well- 
being and efficiency, clue to, 153 
Economic activity: forces in, 788; freedorn 
and control in, 788; government control 
of, 783; government participation in, 
573; level of, 175' Passim; peaks and 
troughs of, 209; purpttsc of, 151; raisan 
d'etre of, 4>3; role of the state in, 729 
Economic development, 87 f.; of back¬ 
ward nations, 702; obstacles to, 702; of 
U.S., 785 

piconomic effects: of public debt, 630, 633; 

of taxation, dm, d' 3 ' '*'8 
Economic independence, 345; of U.S., 678 
Ifconomic planning, 73'; 754; centralized, 
732; comprelicnsive, in Soviet Union, 
742 f 754; objectives of, 745; peacetime, 
kinds of, 734ff-; postwar, 733 ; problem 
of 730/T-; proposals for, 731; public sup- 
poVtOf, 73 ' f-i of use of resources, 739; 

wartime, 738 , ^ , f 

Economic policies, co-ordinated, 696; for¬ 
eign, <555; . r 

Iwonomic power, concentration of, 303; 

curbed by political power, 789 _ 

Ifconomic resources, 31/7., /wiW//; o 


Eiirojie, 649 

Economic significance: o 
iiolilical frontiers, 65s 


f farmers, 400; 


of 


Economic svstem: distinguishing fact of, 
231; ftirces in, 788; function of, 152; in¬ 
fluence of taxes on, 607 
Economic welfare; conditions of, 232; 

measure of, 174, 182 
Economic Report, annual, 776 
E.conomics: political significance of, 728: 

and politics, borderline between, 700 
Ecoiioiiiic'S of OverJ^cad Costs, Johr 
Maurice Clark, quoted, 275 
Economies: complemcntarv, 662; of finati' 
cial administration in large concerns 
270; of horizontal combinations, 2747. 
of larsie-scale production, 281; single 
crop, 654 

Economist, The, I.,ondon, 708 n. 
Economv: the American, processes aii' 
institutions of, 800; British, capitalis' 
626; domestic, effects of internation: 
trade on, 799; debt burden on, 630-, gov 
eminent impact on, 787; individualistii 
344; laissez-fttire, 344; liberal, 7 ff.; mixci 
728; the money, 465 f.; organization an 
operation of our, 783; relations of, wit 
other economics, 796 f.; specialized, 65 
structural changes in, 7*^'; taxable c 
pacity of, 580; world, 647 ff- 
Economy, political, function of, 802 
Education: of investors, 254; problems c 
52; public, 201 

Educational subsidies for v^etcrans, 79 
Efficiency: of comprehensive governme 
planning, 749; criterion of, 655; of pr 
duction, 356; in taxation, 602; of use 
resources, 175 

E. I. Du Pont dc Nemours Company, 27^ 
Electric: central stations, 90; dynamo, k 
generators, 109; lamps, > 37 f-'‘ locon 
fives, 116; motors, in; utilities, cont 
of, taP/e, 312 

Electric power, 88, 112; generation, 
industry, 308; regulation of, 327 f. 
Electricity: in communication, 115; ( 
covery of, 115; as energy, 88, 107 
Electrolysis, 107 
Electromagnetism, 115 
Electronic: devices, in World War 
113; research, 115 . , ^ 

Employees: concentration of, 263 )/., ' 
tribution of, ebart, 264; per cmplot 
chart, 266 

Employers: competition among, 348; lai 
scale, 346; legal aid to, 377; tactics 

iMiiploycr-employcc relations, 341 
Employment. 17, passim; agencies, pnv 
349; and aggregate spending, 764; 
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gniiiing for, iH; tontrol of, 774; 
sioJi of, iy2; ill fiiniiiiig, 595; lull, 7()K, 
piissliit; govcriK'cl liy tlic ni.irkcr, 77;; 
index, chart, 214; and inflation, 7H1 
and investment o|i|ioitimines, jM-, level 
of, 77H, 793; niaxinmm, 776; metlnuls of 
attaining, 776; national poliev of pro¬ 
moting, 775; objective of, 749/).,- ollices, 
349, 454; ofbeial .stiid\' ol, 7761.; oppor¬ 
tunities, 71, 762; aiul output, restrictions 
on, 774; part-time, 442; plannint; lor, 
753; policy, inflationarv, 776, 7K1; |)olicv, 
obstacles to, 779; power of tlie economv, 
762; problem, 790/1.,- program of, 750; 
public, 750; as a social imperative, 75b f.; 
Soviet plans for, 745; stabiliiv of, 130/'.; 
taxes, 58S; trends, 73; volume of, -734, 
770, 892; in war industries, 7S(i; during 
and since W'orbi W'ar II, 204 
Eiiiployiiiciit in Maiiii\actiiriii^, 

Solomon I'abricanr, 267 //. 

“Employment l^olicv,” British W'bite 
Paper, quoted, 775 
Employment Senice, 330 
“Encroaclmicnts” of government, 574 
Ends: attainment of, 72K; (piestions of, 728 
Energy: atomic, SS, no fq from coal and 
water, 34; as power, 107; solar, 108; 
sources of, 39, 83, 88, 94 /J.; not storable, 
342; siippl)’ of, chart, 89 
“Enforce competition”: laws to, 282 f. 
Enforcement: of antitrust laws, 293 / ., 303; 

lack of, 302; policy of, 296 
Engel, Ernest, quoted, 420 
Engine: steam, 88; internal combustion, 88 
Engineering standards, 542 
England: as a “banker countr\-,” 671; fo¬ 
cal position of, ^37/.; invention in, 134; 
large-scale business in, 230; stock pro¬ 
motion in, 233; taxes and inflation in, 
643; sterling in, 66-j. Sec also Britain, 
Great Britain, British 
Enterprise; corporate, saving by, 170; fi¬ 
nancial statemeitts of, 236 f.; formation 
^34f-f profit motmc of, 239; unin¬ 
corporated, stability of, 194 
Equality; of bargaining power, 299, 343; 

of income distribution, 195 
Equilibrium, 9; between government rev¬ 
enues and expenditures, 579 
Equipment: as capital, 39; e.xpenditures 
for, 241; productive, 7 
Equity, common stock as, 534 
Erdman Act of 1898, 370 
Essay, An, on the Principle of Population, 
Thomas Robert Malthus, analyzed. x6 ff. 


Estiniaies of Euture Popidalinii of il.c 
United Stales, t (jqii-ennn, W.iri cn S, 
1 bnmpsnll and I-*. K. \\ lldplnil, hin. 
Europe; agriculnire, 39-; agriculniial m ii - 
kets, 394; agrivuliural proicv i mni 'i, 
683; American foinEiulls .md raw 11 1- 
tcrials to, 6bi; .isseis ovcisc.is, "i;; cipi- 
l;il from, 317; co.il needs ol, ui; eoii.ii- 
iioiis in, 79; disiiu estment in, -ii /.; ii o- 
noiiiic resoiirees ol, ^41;; gold le'crves 
aiuI elolkir bal.mees, 71 3 |,; housing, -i:; 
bvesiock, 711; long-term inveiniun. 
689; net eaiitiril e 1 msumpi ion, -ii; popn- 
kition, 43; postw.ir deliciis, -i;, nuome, 
from mvestmenis, -12; problem o), -| 1 
soil fertility of, 711; sLirpliis lor invest¬ 
ment, 712; tariffs on agriculi mv. 31,4; 

technological obsolescence in. ■■ 1 1; tride 
in si\teentb aiul sevenreemb lemmies, 
244; L’.S. exporis to, btu I .’ vv ot.i'jL of 
capit.il in, -12; working capital of, -ii f. 
I'liropean l eononuc (io-oper.ition, "141. 
I'.urope.m Recovery Progr.iin, 713; and 
the Intern.uional Bank, -ii 
I iiropean resources: pooling of, "14; re¬ 
sponsibility. ol co-orvlin.iting recoverv, 

,74 

I'.vasion as incentive to incorporation, 233 
h V ils of lioMing companies, 3 30 
I'v olution; of productive teebniques, 104 f.,- 
of technology, 0,14 
I'xcess profits tax, wartime, 303 
I'.xchange: bill of, 486; controls, bi;4; rates. 

508; stability, 314; system of, 4^3 
Excise lev ies, 616 
Excise taxes, 137 
Exemptions. 606 

Expansion: cumulative forces in, 221 ff.: 
of employment, 192; of fevieral control, 
311; financing of, 339; industrial, 143; 
permeates the economy, zigl.; pbiloso- 
jthy of, 6u6; psychological factors in, 
220; of trade, 133; during A\ orld \\'ar 
II, 176 

Expenditure and expense: abroad, id); 
capital, 579; of comprehensive govern¬ 
ment planning, 749; on consumer goods, 
14b i 4 .b for equipment, 241; estimated 
for 1948-49, 384; federal, tahle. 3S3; 
financing of, 187; fixed, 236; of general’ 
government, 384; general and war, ta/de, 
583; by income groups, 420; nonwar, 
583; milhary, 628; for public health, 
459; relief, 582; and revenues, 375 ff,; 
war, 190/., 579, 383/E, 640 
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Export-Import Bank, 693, 753; lending I 

power of, 713 

Exports; agricultural, 393; amount and 
variety of, 20; as a blend, 721; bounties, 

596, 798; British, 664; of capital, 666; of 
capital equipment, 661; changes in, 683 f.; 
concentrated, 718; of cotton, 653; fi¬ 
nanced by government aid, yiof-, geo 
graphical distribution of, 685; of manu¬ 
factured goods, 660; markets for, 661; 
and national income, 654; to non-Euro¬ 
pean markets, 661; primacy of, 651; pro¬ 
ceeds from, 167; producing for, 167; 
promotion of, 654, 674, 693; prospects, 
721; structure, 654; subsidized, 674, 798; 
surplus, 651, passhii; U.S. inrerwar, 674 
Extractive branches of production, 73 

Fabricant, Solomon, 267 n. 

Factor prices, net national income at, 171 
Factors in wage determination, 352 
Factories: as capital, 39; fixed capital of, 
267; growth in size of, chart, 264; output, 
215; products, net American exports of, 

675; system of, 244 ,-00 

Fair Labor Standards Act of 1938, 358 
“Fair rate of return,” 322 
Fair trade practice, 289 
Fair value, determination of, 318 
Fair-trade law, 428 

Faith, nineteenth century as an age ot, 784 
Fallacies in economic thinking, 22 ff. 

False Security, B. J. Reis, 546 n. 

Family size, limitation of, 57 
Farm; acreage, 397; activities, shifts in, 
398; apparatus, 7; bloc, 400; cash ex¬ 
penses of, 39^-. employment 395; ex¬ 
pansion, 397; exports, displaced by manu¬ 
factured goods, 685; exports, subsidized, 
683 f.; investment in, 399; laborers, mi- 
cratory, 411; \ohh\cs, 401-, mortgages, 
398; and nonfarm households, chart, 391; 
operators, increase of, 406; policies, ef¬ 
fect of, 408; population, 76; prices, sup¬ 
ported, 404; problems, 411; 
mechanized, 117; production, 388 L, 404. 
408- technology, improvements m, 57; 
units, 260; values, 397; vote, 400-. work¬ 
ers to factories, 394 
Farm Board, 403 

Farm Bureau, 401, 409 _ _ 

Farm products: artificial, scarcities in, 411; 
balance among, 40” f-' (lisrnbut.on of, 
408; price fixing of. 40^; s^rtage of, 
405; subsidized exports of, 674; substi¬ 
tutes for, 394; surpluses, 684; value of, 


Farmers: economic position of, 389/7.,- 
feet of World War I on, 3967.; inq 
erished, 857.,- as independent busir 
men, 387; insecurities of, 395 f-l 
son on, 389; as major economic gr 
387 ff-i occupational immobility 
398 ff.; organizations of, 11; political 
fluence of, 389; problems of, 389; 
sufficient, 387 

Farm Security Administration, 410 
Farmers’ Union, 401 
Farming: commercial, 395 , compel 
position of, 683; as a livelihood, 
mixed, chart, 388; production cost 
683; regions, chart, 388; subsist 

409 ff- . , 

Farms, abandonment of, 398; birth 
on, 76; to cities, movement from 
operated by corporations, 243 'U., 
ductivity of, 393 - ^ee also Agricult 
“Featherbedding,” 381 
Federal aid: to agriculture, table, 4c 
unemployed, 439 f- 
Federal budget: and the New Deal, 5 
trend »f, 586 7 - . 

Federal Committee on Apprenticesh 
Federal control; of business, 298] 
competition, 298; expansion of, 311 
Federal debt, table, 625; to finance \ 
War II, 171; during World War 
Federal Deposit Insurance Coiqro 
powers of, 503 

Federal Emergency Relief Administ 

Federal employees, strikes by, 382 
Federal Farm Board, 402 
Federal fiscal policies, influence ot, 
Federal Food, Drug, and Cosmetic 

1938, 423 . . 

Federal government; economic imp< 
of, 191 7.; financial operations o 
general and war expenditures by 

58.1 . . , 

Federal grants-in-aid, 444 . 

Federal Mediation and Conciliatioi 

ice, 370 

Federal Power Act, 333 
I Federal Power Commission, 327, 8 
Federal power legislation of 1935 - 
Fcdcral recovery expenditure, 143 
Federal regulation: of electric 
T^iy f.; of new issues, 5^^ 
f’ Federal Reserve Act of 19* 3 - 49 ”- 
f’ original intention of, 498 
i’ I'ederal Reserve Banks, 473 - 

f and liabilities of, table, 518; 
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eral borrowing from, 518; gold in, 514; 
legal reserves in, 498; liabilities of, 792 j.; 
note-issuing functions of, 493; open- 
market operations of, 524; as sellers, 497 
Federal Reserve Board, 209 
Federal Reserve Bitllctin, 804, Hu6 
Federal Reserve Districts, 49: 

Federal Reserve notes, 474, passim 
Federal Reserve System, 225, passivi; com¬ 
pulsory membership in, 503; control bv, 
516; established, 490; function of, 495; 
members of, 502; reforms of, 504 f.; 
turning-point in, 499 

Federal responsibility, 779; for relief, 444 
Federal revenues, tahle^ 590 
Federal Security Agency, 423 
Federal share of total tax collections, 591 
Federal-state matching basis of Social Se¬ 
curity, 456 

Federal Surplus Commodities Corporation, 
442 

Federal surpluses, anticipated, 586 
Federal Trade Commission, 288 f., passim; 

purpose of, 289; recent activities of, 298 
Federal AVater Power Act of 1920, 327 
Feld-Crawford Act, in New York, 300 v. 
Females, in working force, 74 f. 

Fertility; of land, 82; trends in, 64 f.; fer¬ 
tility-destroying crops, 87 
Feudal: nobles, 132; system, 105; wars, 132 
Fiat money, 472 

Fifth and Fourteenth Amendments, 
quoted, 3097;. 

Final Report of the Chain-Store Investi¬ 
gation, quoted, 429 

Final Report and Recontmendations of the 
Temporary National Economic Com¬ 
mittee, quoted, 303 

Finance: capital, era of, 135/.; inter¬ 
national, 508; principles of, 254; public, 
573 ffd wartime, inflationary, 583 
Financial; crisis, 492; operations of federal 
government, 587; policies, postwar, 644; 
sin, wages of, 642; statements of an en¬ 
terprise, 236/.; structure of the cor¬ 
poration, 248 f. 

Financing: of businesses, 163; of corpora¬ 
tions, 527^.; deficit, virtues of, 771; of 
enterprise, standards in, 569; of govern¬ 
ment expenditures, 187; of AVorld War 
11, 521 

Fiscal: activities of government, 574; agen¬ 
cies, co-ordination among, 619 f.; oper¬ 
ations of the public economy, 577; or¬ 
thodoxy, 627 
Five-day week, 358 
Fixed 


Fixing of railroad rates, 305 

Flexibility of hori/omtal combinations, 

275 I- 

Floor trader, influence of, 566 

1'luctuations; ampiitude of, 213; concen¬ 
trated, 275; cN'clical, 207; economic, 20; 
in out[)ut of dur.dde and iKamlurablc 
gooils, chart, 216; processes in, 218; 
rv|)es of, 205 f. 

Footl: ailulteration and misbranding of, 
422; percentage of income for, 420, 421; 
prcser\'ati\'es, 423; food-processincr in¬ 
dustries, 117; production, 57; supply, 
45 f- 

Fofulstuffs: imported, demand for, 6S1; 
j)rewar impons of, tahic, P-q 

Forced competition, feasibilit\’ of, 304 f. 

Fotal, 1 Ienr\', quoted, 278 

Ford Motor Company, 273; lines of busi¬ 
ness in, 278 

Fordney-.McCumber Tariff Act of 1922, 


23 f- 

Forecasts of the Population of the United 
States, P. K. AA'htiiiton, 68 //. 
Foreclosure, right of, 536 
foreign: aid, LkS., bond issues, 

691; capital, U.S. claims to, 144; claims, 
to U.S. capital, 144; current's-, conver¬ 
sion of, 668; debtors, defaulted, 690; de¬ 
fault promoted bv American policy, 
693; economic policy, 655; cxchaiiEfe 
rates, 706; food. British dependence on, 
657; foods, 505; golil and tlollars, 713 f.; 
goods, 652; impoiT restrictions, 674; in¬ 
vestors, indebtedness to, 672; monopolies, 
682; nations, dependence on, 655; oil, 93; 
payments, 706; policy, 669; producers of 
nonferrous metals, 98; purchases, 721; 
transactions, Soviet, 718 
Foreign Assistance Act of 1948, 713 
Foreign investment, 168; in backward 
countries, 670; British income from, 6~r; 
experience with, 6go/f.; functions ofi 
66()ff.; and industrial development, 703; 
during World AA'ar TI, 722 
Foreign markets, 392; impact of American 
trade on, 678 

Foreign supplies, 52; dependence on, 680 
Foreign trade, 53, passh?;; classical doc¬ 
trines of, 797? and domestic economv, 
679 f.; expansion of, 664; flucUiations of’ 
673? and farm policies, 684f.,‘ hothouse, 
695; influence of, 633; instability of, 680; 
and international investment, 666 f.; ob¬ 
ject of, 652; per capita values of,’67-7• 
postwar, of U.S., jiSff.; as product of 
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Foreign trade (Cont.) _ Gasoline, 92; high-octane, 297; rationing 

industrialization, 662 jf.; regulation of, 80 

648; statistics, of U.S. and Canada, 649 General Electric Company, 538 
Forei'^ners: claims against, 168; govern- General government, expenses of, 584 

ment obligations held by, 630; sums bor- General Motors Corporation, 273 

rowed from, 168; sums lent to, 168 General and war expenditures, table, 58 

Foremen, status of, 382 Geneva Agreement on Tariffs and Trad. 


Forest areas, 100; resources, 98 ff. 

Forest Service, investigations by, 100 
Formation, capital, 132^. 

Fort Knox, gold at, 512 
France: depreciation in, 511; tariff bar¬ 
riers in, 658 
Frank, J. N., 30572. 

Fraudulent promotion schemes, 253 
Freight charges, “phantom,” 299 
Free control, principle of, 343 
Free labor market, theory of, 343 f. 

Free list, 23 

Free-market system, anonymous, 744 
Free markets vs. planning, 703 
Free services, tax revenues for, 576 
Free-silver: agitation, 784; campaign, Bry¬ 
an’s, 515 

Free trade, 9; British fidelity to, 671; doc¬ 
trine of, 655 

Freedom and control, 787 ff., passhti 
Frontier, the, 69; life, 785 
Frontiers, deterrent effect of, 649 
Fruit, chart, 388; pickers, 354 f. 

Fuel oil, 92; transportation of, 112 
Full Employment in a Free Society, Sir 
William Beveridge, quoted, 774 
Function of political economy, 802 
Fund, sinking, 478 

Fund, International Monetary; adequacy 
of, 709; assumptions of, 709; currency 
’ resources of, 7®8; devoted to monetary 
nondiscrimination, 707 If.; establishes 
monetary pool, 708; monetary policy of, 
708; as “fair-weather ship,” 709; long- 
range problems of, "joS', operation of, 
708; provides safeguards, 708; qualifying 
provisions of, 707; U.S. contributions to, 
713 

Funds: borrowed for public improve¬ 
ments, 164; business, absorbed by the 
government, 189; for enforcement agen¬ 
cies, 303; liquid, 133; sources of, chart, 
188; transferred from taxpayers to bond¬ 
holders, 630 

Furniture-making, labor-oriented, loi 
Future, anticipation of, 740 
Future delivery, contract for, 556 

Gas, natural, source of, 39 


1947. 704 

“Gentlemen’s agreements, 283 
Geographical: changes of populatiqi 

75 f.; concentration of demand, 348; di 
tribution of production, 647; and occi 
pational immobility of labor, 347 f. 
George, Henry, 607 
Gennan autarky, 655 
German processes restricted in U.S., 21 
Germany: inflation in, 5*^) Nazi theory 
“master race” in, 56; petroleum in, 8 
tariff barriers in, 658 
Gide, Charles, quoted, 430 
Gladstone, William E., quoted, 575 
Glass blowers, 18 

Glass-blowing machines, automatic, 18 
Glass tubing, processes for making, 41 
Global warfare, 80 

•Goal: of regulation, 322; of society, 58; 
production, 125 

Gold: bond, 472; certificates, 472; coi 
472; content of dollar, 467; curren 
convertible into, 509; demonetizati 
of, 511; divisibility of, 508; dollar, 5 
durability of, 508; in Federal Resei 
Banks, 514; flow of, international, 5 
at Fort Knox, 512; free coinage of, 5 
impounded, 5*4’ influence of, 5 * 7 ’ **^** 
tary accumulation of, 691; as monet 
standard, 507; movements and cap 
transactions, U.S., table, 688; pnee 
511; production of, 508; purchase po’ 
of, 511; redemption; suspended, 473; 
serves and dollar balances, Europi 
713 f.; role of, 512; and silver, output 
792; policies, 513; stable value of, 47' 
stocks of, 518; value of dollar, 513 
Gold-certificate reserve, 498 
Gold Reserve Act of i 934 ’ provisions 

5 G 

Gold standard, 467; abandonment of. 
International aspects of, 508 /f. 

Gold Standard Act of 1900, 473 
“Golden age of American agricultv 

397 

Gompers, Samuel, 376 
Good Society, The, Walter lappm 

35 ”- 

Goods: capital, 170; consumer, 770; 
rablc, 412; flows of, 43; final, 125; ii 
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national flow of, 510; nondurable, 412; 
per capita supply of, 676; pcrisliablc, 
412; producers’ or consumers’, 126; semi- 
durable, 412; and services, consumers’, 
140; total production of, 42 f. 

Gordon, Lcland J., 416 

Government: action of, in labor market, 
359; activities of, 155; agencies of, 73; 
aid from, to agriculture, 407; bene¬ 

fits and costs of, 573, 576 f.; as a big 
operator, 786; big, t)’ranny of, 789; defi¬ 
cit financing bv, 7^9; as dictator, 728; 
economic importance of, 191 f.; fiscal 
activities of, 574; functions of, 573; help 
from, to relieve poverty, 438; impact of, 
on the economy, 787; income account 
of, fonmilci, 155; influence of, on total 
spending, 750; interference of, 626; inter¬ 
vention of, 38;;., 370, 733, 786; intru¬ 
sions of, 728; layers of, 574; as operator, 
728; participation of, in economic af¬ 
fairs, 573; policies of, 754; powers of, 
573, 578; as protector, 728; restricts pro¬ 
duction, 392; role of, 785 fi'.; as umpire, 
304, 728 

Government: aluminum plants, 297; bonds, 
495; bonds, as investment, 632; borrow¬ 
ing, 623 if.; competition with private 
business, 306; cost, ratio of, to national 
income, 587; credit, uses of, 579; debt, 
bank holdings of, 506; debt, repayment 
of, to banks, 635; dilemma, in financing 
World War II, 638; finance, to iron out 
business cycles, 227/.; finance r,f. pri¬ 
vate finance, 578 f.; outlays, total, 580; 
ownership and operation, 307; purchases, 
156; regulation, 346; revenues and ex¬ 
penditures, equilibrium between, 579; 
spending, and consumer spending, 768; 
subsidies, 750; support of bond prices, 
642; tax exemptions, mutual, 615; war¬ 
time share of income, 187 f. 

Government control, 346; of banking sys- 
tem, 637; of capital investment, 53; of 
production and employment, 574 

Government expenditures, financing of, 
187; and revenues, 575 ff.-, and taxation, 
redistribution through, 201; trend of, 
573; wartime, .580 f. 

Government obligations: borrowing se¬ 
cured by, 494; classified, 632; held by 
foreigners, 630; interest-bearing, table, 
641 

Government output, 140; measured, 156; 
war and nonwar, chart, 142 

Governmpnt- 


521 proldcm of, illustratcii, 522; tax 
exemption of, 619 

Governments: local, taxing authority of, 
620; totalitarian, 620 
Graduated income tax, 201 
Grants, to and from stares, 582, 621 
Grants-in-aid, federal, 444, passim 
Great Basin, the, 84 

Gi'eat Britain, 90, 656as capital export¬ 
ing, 668; in foreign iinestment, 671 
as open marker, 658; proteciion in, 658; 
L'.S. credit to, 713; sec also British, l.fng- 
land 

Great Depression, 24, passiin; antitrust 
policy during, 290/’.; needs in, 438/.; 
ravages of, 694 
Great Lakes area, 76 
Great Plains, the, 84 
Green, William, 373 
Greenbacks of (iivil \^'ar, 640 
Gross in\-estmcnt, chart, 217; and ctivcrn- 
ment output, chart, 1S8 
Gross national product, 140, passim, chart, 
181; and federal expenditures and re¬ 
ceipts, table, 639; and national income, 
table, 156; b\’ types, chart, 1S6 
Gross output, anaKsis of, formula, 156 
Group action, political potentialities of, 
801 

Group interests rr. individual interests, 789 
Groups, pressure, 790 

Hamilton, Alexander: labor recommenda¬ 
tions of, 360; report of, on the mint, 507; 
quoted, 261 
Harbors, 575 

Harding, President Warren G., 778 
Havana Conference, 1948, U.S. at, 800 
Hawtrey, British economist, quoted, 4-6 f. 
Health insurance, 584; and sanitation, 
standards of, 17 
Hedonism, 9 
Hetty process, too 

High energy potential, sources of, 108 
High tariffs in U.S., 692 
Highway taxes, 588 
Highways, express, 745 
Hiring system, preferential, 365 
History of England, T. B. iMacaulay, 233 
Hitler s Reich, bilateral trade agreements 
of, 798 

Hoffman, Paul, administrator for Eco¬ 
nomic Co-operation, 715 
Holding Company Act, provisions of, 332 
Holding companies, 135; advantages of. 
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Holding companies (Cont.) 

control by, 329; evils of, 330; and the 
power industry, 329/.; problems raised 

by, 330f- , , 

Holding-company systems, failure of, 311 
Holland, 711 

Homes: as a form of capital, 167; rental 
value of, 166 

Homicide, a corporation guilty of, 248 
Horizontal combination, 273 f.; advan¬ 
tages of, 275; expansion of, 270 
Hospital costs, insurance against, 460 
“Hot money,” 706 

Hours: full-time and actual, 357; per 
week, 357; of work, 20, 356/7. 

House Appropriations Committee, 578 
House Committee on Ways and Means, 

578 

Household industry, 261 
Housing: in Europe, 71^, in U.S., low-cost, 
751; municipally subsidized, 201 
Hoover, President Herbert, 290 
Hoover administration, “extravagance” of, 
626 

Human erosion, 85 f. 

Human resources, 55 ff-, 4^10 
Hundrcd-million-dollar concerns, 261 
Hungary, currency of, 511 
Hydroelectric plants, 88, 94, 109, 112 
Hydroelectric power, 80 

Immigrant workers, 3557. 

Immigration: encouraged, 360; future, 68; 
policy, 78; and population growth, 66; 
restrictions on, 61 

Immobility, geographical and occupational, 
of labor, 347 f. 

Immortality, of corporations, 251 
Imperial Preference system, 697 
Import duties, on foreign farm products, 

684 

Import-quota systems, 798 
Imports, chart, 208, 210; amount and va¬ 
riety of, 20; barriers against, 798; British, 
677; British dependence on, 671; British 
surplus of, 671; compared, 677; of con¬ 
sumers’ goods, 664; and current transac¬ 
tions, 687; and domestic business activity, 
680 f.; and exports, 167; of foodstuffs, 
table, 679; of industrial materials, table, 
679; invisible, 687, 722 f.; of metals and 
ores, table, 679; sliift of, 660; stimulated, 
C)66; structure of, 680 /7.; surplus, 668; 
taxation to discourage, 608; from trop¬ 
ics, 660; value of, 167; of vegetable prod¬ 
ucts, 660 

Imnutcd income, 166 


Income: from abroad, 167; accoi 
formulas, 154, 155; British, from for 
investment, 671; and capital, 152;y 
centrated, 416; deductions, 451; dis 
able, and consumption, 417 ff.; disti 
tion of, 25, passim; distribution of 
size, chart, 197; distribution of, 
states, chart, 199; distribution of, by 
per cent groups, chart, 197; and emj 
ment, 653; farm, 390; imputed, 166; : 
investments, European postwar, 
nonfarm, 390; paid to foreigners, 
parity, 403; percentage of, for clot 
food, shelter, 421; per capita, 202; 
sonal, defined, 419; per person, on f; 
403; prewar, from Europeaii-owne 
sets overseas, 712; and product, 162 
production, trends of, 180-82; propo 
of, saved, 765; psychic, 152; real, 
Russian, devoted to accumulation, 
saved, 419; size of, farm and nor 
households, chart, 391; statement, ty 
237; as a tax base, 605/.; transfe 
from rich to poor, 577; transfe 
from taxpayers to bondholders, 
wartime, government s share of, 
workers’ need for, 353 
Income, national, 149, passim; chart 
annual average of, chart, 184; in co 
dollars, 180; in current dollars, i 
in current and 1939 dollars, chart 
defined, 156; determinants of si: 
1747.; distribution of, i74ff._; and 
national product, table, 156; impor 
exports in, table, 678; generated b; 
duction, 151 ff.; and individual w 
183-85; by industrial origin, tabu 
chart, 177; and personal, 1946, tabl 
real, table, 178; measures of, 182 f. 
table, 159; by type of income, chat 
table, 195; use of, 1946, table, 165 
Income taxes, 165, passim; adminis 
of, 614; corporate, 591; dedi 
from, 593; effects of, 608; flexibil 
614; graduated, 201; laws of, ( 
prime source of revenue, 592; pr 
of progrc.ssion in, 606; rates, 6: 
liability of, 614; returns, 593, 6j4 
590; total federal and state, 593 
Incorporation: abuses of, 257; act, 
246; acts passed by states, 246; 
an incentive to, 255; laws, 285 
Independence, economic, 345 
Independent business, 262 
Index: consumers’ price, 207; cost 
ing, 207; of manufacturing pioc 
209; number defined, 206 f.; of 
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sale prices, 206 f.; of manufacturing pro¬ 
duction, cbm, 216 
India, population in, 45 
Individual action in economic life, 26 
Individual interests vs. group interests, 789 
Individual proprietorship, the, 242 
Individual welfare and national income, 
183-85 

Individualistic economy, concepts of, 344 
Industrial: origin, of national income, 
chart, 177; table, 192; power, Japan as 
an, 633; processes, integration of, 276; 
production, American leadership in, 676; 
production of Soviet Union, 718; pro¬ 
duction of world, 716; products, from 
farms, 117 f.; psychology, 385; rehabili¬ 
tation of Russian invaded areas, 745; re¬ 
lations, 385; rise of U.S., 6^gf.; self- 
government, 295; specialization, 128, 
276 f.; system, integrated, 659; tech¬ 
niques, 40^.; urbanism, 16 f.; warfare, 
369/. 

Industrial Revolution, 120, passim 
Industrialization: of backward countries, 
665; complementary, 663; competitive, 
663; effect of, on international trade, 
663; and immigration, 66; of Urals, 745 
Industrialization and Foreign Trade, 
quoted, 666 

Industries: codified, 294; under depression, 
192; manufacturing, 73; practical ca¬ 
pacity of, 50; primary, 663; regulation 
of, 10 

Industry: advancement in, 122 f.; arbitra¬ 
tion in, 370; areas of, near coal and iron 
supplies, no/.; change of U.S. from 
agriculture to, 421; combination in, 
273 /.; conflict in, 363 ff.; consolidation 
in, 252; control of, 302; co-operation in, 
385; development of, and foreign invest¬ 
ment, 703; distribution of working force 
in, chart, 72; era of, the, 134/.; equip¬ 
ment in, distribution of, table, 144; ex¬ 
pansion of, 143, 664; exports of, 685; 
function of, 414; growth of, 662; house¬ 
hold, 261; integration of, 277; interde¬ 
pendence in, 122; location of, 47 ff.; ma¬ 
terials of, table, 679; maturity of, 660; 
mediation in, 370; morale of, 385; muni¬ 
tions, 786; needs of, for capital, 551; 
paralysis of, 290; and science, 102; sup-, 
ply of credit for, 525 
Industry-wide planning, 735 
“Infant industry” argument, 702 
Infant mortality, 57 

Inflation, 190; associated with printed 


bank credit, 523; of building costs, 297 
cause of, 644; checking of, 777; Civi 
War, 643; of commercial bank credit 
497; danger of, 781; described, 44; anc 
full employment, 781 /.; in Germany 
511; mechanism of, 191; monetary, o: 
'\^^orId War I, 640; movement, aftcj 
World War II, 732, chart, 181; and the 
tax burden, 617 f. 

Inflationary effects: of public borrowing 
633; of new currency, 634 
Inflationary employment policy, 781 
Inflationary spiral, 782 
Inheritance: as ability to pay, 605; right 
of, 128 

Injunction, 369 

Inland Waterways Corporation, 306 
Insecurity: chronic, 19; economic, 17 f. 
Instability: in capital formation, 136; in 
the dollar, 580; economic, 139; of inter¬ 
national transactions, 673 /,; peacetime, 

19 

Installment plan, 529 

Instinct, The, of Workmanship, Thorsten 
Veblen, quoted, 4611. 

Insull, Samuel, 311 
Insull crash, the, 33127. 

Insurance: of bank deposits, 502; com¬ 
panies, liquidity of, 541; against hospital 
costs,^ 460; old-age and survivors’, 584; 
premiums, taxes as, 594; unemployment, 
353 

Integration; area of, 328; of coal, oil, gas 
businesses, 116; of industrial processes, 
276; of production, 270 f.; scale of, 
277 ff.; trend toward, 245; through ver¬ 
tical combinations, 276; illustrated, 

277 f- 

Intercontinental trade, 672 
Interdependence: in our economy, 221; in¬ 
dustrial, 122; of nations, 702 f. 

Interest: average rate of, on federal debt, 
644; functions of, 636; on government 
bonds, 171; and profit, rate of, 20; and 
public debt, 636 ff.; rates, international, 
509; and rents, stability of, 194 
Interest-bearing obligations, table, 641 
Intergovernmental-co-operation, 656; trans¬ 
actions, 669; war debt, 689 
Internal combustion engines, 88, 109 
Internal migrations, 75 * 

Internal stability, 656 

International: affairs and finance, 584; as¬ 
pects of gold standard, 508 ff.; capital 
movements, 656; cartels, 296; commerce 
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creditor, U.S. as, 674; dcaHngs, monopo¬ 
listic power in, 800; division of labor, 
652; economic policy, 797; economic re¬ 
lations, 790; flow of goods, 510; gold 
flow, 510; influence on taxes, 704 f.; in¬ 
terests, and domestic interests, 797; in¬ 
vestment and foreign trade, 666 f.; in¬ 
vestment position of U.S., table, 690; 
market, 24; migration, 75; monetary sys¬ 
tem, 512; morality, 694; obligations, 721; 
payments, 167!.; payments, balance of, 
685^.; political atmosphere, 53; rela¬ 
tions, 799; security, 67; surplus, 701; 
transactions, instability of, 673 f. 
International Bank for Reconstruction and 
Development, 705; functions of, "jogff. 
International Brotherhood of Teamsters, 
384 _ . 

International Federation of Standardizing 
Associations, 119 

International Harvester Company, 286 
International Labor Organization, 374 
International Monetary Fund, 512, passim, 
rules of, 708; scarce-currency clause of, 
707. See also Fund 

Internatiotial Trade, G. A. Duncan, quoted, 

6ipi . . 

International trade, 9; alternative^ objec¬ 
tives of, 655 f.; discrimination in, 694; 
effects of, on domestic economy, 799 i 
effects of industrialization on, 663; and 
finance, 508; and investment, 666; mo¬ 
tives of, 647; restoration of, 695 
International Trade Organization, 510, 
passim; aims of, yoof.; and Argentina, 
702; codifies commercial policy, 699; 
functions of, 698/f.; production, em¬ 
ployment, development in, 699; rules of, 
704; U.S. policy toward,_8oo 
International Trade Organization Charter, 
concessions in, yoi; escape clauses in, 
700; compromise solutions in, 700 
Interstate business, under Congressional 
jurisdiction, 288 

Interstate commerce, 283; restraints of, 
376 

Interstate Commerce Act, 248 
Interstate commerce clause of the Consti¬ 
tution, 283 

Interstate Commerce Commission, 172 
Interstate: compacts in oil production, 93; 
flow of power, 328; transmission of 
power, 315 

Invention: art of, 41; irregularity of, 138; 
wave of, in England, 134 


Inventories: built up, 224f,; of busine 
168; of intermediate and final produc 
U7 

Investing: motives for, 131; specializati 
in, i29f. 

Investment: amount and distribution 
20; of average corporation, 267; check 
bv taxation, 768; and commercial bar 
ing, 500; composition of, 168; discoi 
aged by taxes, 631; effects of income 1 
on, 608; effects of, on income and e 
ployment, 673 f.; in farm, 399; foreii 
168; government bonds as, 632; gross a 
net, 157; long-term, American, 689; loi 
term, European, 689; net, composit 
of, 1946, table, 169; in plant and str 
tures, chart, 217; public debt as, 632; 
public works, 143; rate of, 4; restrictii 
on, 189; of savings, 163 ff.-, sensitive 
fluctuations, 767; and speculation, 5 
spending for, 766 ff.-, stabilizing of, 2 
surplus for, in Europe, 712; in war 
dustries, 53 

Investment: activity, fluctuations in, i 
banking, abuses in, 545 ff-; bank 
affiliates, 500; banking firms, accepta 
of deposits by, 501; bankers, con 
over national business by, 548; ere 
478, passim; income, roundabout tr; 
fers of, 671; opportunities, and full 
ployment, 768; position, international 
U.S., table, 690; portfolio, Amerk 
687; public, financing of, 772; tran 
tion, hypothetical, 541 
Investment banks: function of, 541; O] 
ation of, 541 f.; as middlemen, 541 
Investments: diversified, 251; specula: 

254; of utility companies, 308 
Investments, overseas; large-scale, 
value of British, 671 
Investors: education of, 254; judgment 
psychological factor in, 139 
“Invisible” current transactions, 687 
Invisible imports, 722 f. 

I O U’s, government, 452 
Iran, oil concessions in, 94 
Iron Age, the, 96 

Iron ore: of Minnesota, 48; resource: 

46; world resources of, 46 
Irrigation, 95 

Isolation, medieval economic, 133 
Italy, 32, 797 

Jackson, President Andrew, 358 
Jackson, Robert H., former Assistant 
tomey General, quoted, 302 
Japan, 32; as industrial power, 663 
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Jefferson, Thomas: and farmers, 411; 

quoted, 389 
Jet propulsion, no 
“Jiggles,” illustrated, 558 
Job opportunities: created by profits, 773; 

urban, 78 
Job refusal, 443 
Job training, 71 
Job turnover, 762 

Jobs: creation of, 749; deficiency of, 774; 
methods of filling, 349; supply of, 757; 
total number of, 750; unfilled, 757 
Joint Committee on the Economic Report, 
77*5 

Joint Congressional Committee on Labor- 
Management Relations, 382, 383 
Joint-stock companies, 135, 244, 245 f., 

250; of the seventeenth century, 248 
Joint-stock enterprises, unincorporated, 
246 

Juglar, Clement, French economist, 212 
Juglar cycles, 212 
Jtingle, The, Upton Sinclair, 423 
Jurisdiction of public-utility commissions, 
310 

Jurisdictional conflicts, 368, 379/. 

Justice: dispensation of, 575; principle of, 
in taxation, 602; standard of, 603 f. 

Kaiser, Henr)% 272 

Kaplan, A. D. H., 263 72.; quoted, 262 

Kemmerer, E. W., quoted, 508 

Kerr, Clark, findings from, 433 

Kitchin, Joseph, 212 

Kitchin cycles, 212 

Knowledge: development of, 41; diffusion 
of, 41; fund of, 40 f.; need of, 4 
Kondratieff, Russian economist, 212 
Kuhn, Loeb and Company, 501 
Kuznets, Simon, 14472.; research by, 183, 
803, 805 

La Guardia Act, 795 
Labels, canning, 425 

Labor: big, 789; bitterness of, 385; child, 
360; as a commodity, 341 f.; demand for, 
746; government intervention in, 370; 
division of, 128; fears of, 385; geo¬ 
graphical and occupational immobility 
o ^>.347 fM 7do; injustices to, 384; inter¬ 
national division of, 652, passim^ lower- 
priced, value of, 38; in lumber produc- 
tion, 99; labor-management relations, 
19 ^ ff--, manufacturing, 236; non-com¬ 
modity aspect of, 343; perishable, 342; 
public policy toward, 359/.; as resource, 

^7; .SPJJrr'il^r r\f collit-K-p 


of, skilled, 38; supply of, in coal field 
373; unskilled, 34; use of monopoly coi' 
trols by, 383; voluntary redistributio 
of, 746; in war industries, 37; of wonici 
restricted by states, 361; world-w'idc di 
vision of, 659 

Labor: disputes, 52, 384, 386; earnings an 
wage rates, 350 /J.; force, composition ol 
344/.; force, of U.S.S.R., 745; groujv 
643; income, concept of, 351; injunc 
tions, 377; legislation, 360, 383; move 
ment, criticism of, 383; organization, a 
a minority movement, 371; organizations 
restrictive practices of, 383 labor 
oriented industries, 47; percentage ii 
agriculture, cl.mrt, 593; policy, 359, 379 
practices, 381; problems, 341; produc 
tivity, international, 664; ranks, divisioi 
in, 373 f.; relations, scientific manage 
ment of, 385; resources, 40; require 
ments, 758; scene, darker side of, 383 
shortage, 771; strife, 618; supply, contra 
of, 365; turnover, 759; unions, 10, passivi 
unions and the law, 375; unskilled, 34 
Labor Act of 1947, 380 
Labor market: conditions in, 344; and con¬ 
trol, 341 ff.-, function of, 343, 349^.; gov¬ 
ernment action in, 359; objectives ol 
control in, 796; supply and demand in 
342; structure of, 346/. 

Labor-saving machinery, 25 
Labor-union abuses, 384 
Laissez faire, 8, passivi; denial of, 787; ex¬ 
ponents of, 788; system, 788; vs. control. 
773 if- 

Land, 69; arable, 45 f,; decay of, 86; im¬ 
mobility of, 39; land-oriented indus¬ 
tries, 47 f.; owners, 13; as resource, 37; 
resources, destruction of, 85 f.; supply 
of, 60 

Latin America: American exports to, 661; 
industrial expansion in, 717; republics 
of, 659 

Law, of averages, 541 
Laws: antimonopoly, 280; antitrust, 280; 
blue-sky, 254; child-labor, 360; conser¬ 
vation, 82; to “enforce competition,” 
282 f.; incorporation, 285; to prohibit 
monopoly, 282 f.; for security markets 
561 

Lea Act, 384 

League of Nations, data from, 806 
Legal: aspect of labor-management rela¬ 
tions, 795 f.; cases, 286, 29972., 317, 313^ 
32872., 33472., 361, 376; immortality of 
corporations, 251; organization and oper- 
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w orkers, 354; status of the corporation, 
245 ff.-, technicality, and economic be¬ 
havior, contrast between, 302; tender, 
472 

Legality of basing-point systems, 299 
Legislation: labor, 360; food and drugs, 
422 

Legislators, sensitive to public opinion, 

778 

Lend-Lease: implications of, for Ameri¬ 
can policy, 697 f.; pattern of, 696/.; prin¬ 
ciple of, 715; quoted, 696 
Lending: control of, 484; rate, and pro¬ 
duction volume, 523 

Lending policies of commercial banks, 484 
Lewis, John L., 373 

Liability: double, 25072.; legal, of stock¬ 
holders, 250; triple, 250 n. 

Liabilities: bank, 476; contingent, 488; de¬ 
mand-deposit, 496 

Liberty and controls, mixture of, 788 
Liberty, On, John Stuart Mill, 573 
Liberal economic system, 260 
Liberalism, economic, advantages of, 785 
Licensing, compulsory, 296 f. 

Life: enjoyment of, 26; expectancy, 65/.; 

frontier, 785; fullness of, 56 
Limit to production, 269 
Limitation of competition, 280 
Lippmann, Walter, 35 77.; quoted, 41 
“Little man,” the, 261; alternatives for, 262; 
American tradition of, 259; and big busi¬ 
ness, 259 

“Little Wagner Acts,” by states, 379 
Liquid funds, 133 
“Liquid gold,” 81 
Liquidation of earning assets, 490 
Liquidity: assurance of, 642; banking, 
489 f.; degree of, 480; provision of, to 
investments, 551 

Liquor excises, during Prohibition, 589 
Livestock, decimation of, in Luropc, 711; 
range, chart, 388 

Living: cost of, postwar, 732; costs, urban 
and rural, 391 

Living standards, 58, passivi; of back- 
ward countries, 664; British, 658; defined, 
5^; Russian, 678 

Loan: of cash, 481; to Britain, 169; collat¬ 
eral, securities as, 559; duration of, 477; 
prices, controlled, 636 
l.oans, assets pledged against, 489; by 
banks, 568; by brokers, 568; call, 560; 
create deposits, 221; commercial, 48(1; by 
comn icrcial banks, 4H4/J.; diversified, 
489; foreign, 24, 667; by International 


Bank, 711, 715; kinds of, 484; oversea 
bv U.S. Treasury, 168 
Lobbying, 375 

Local revenues and responsibilities, 621 
Lockouts, 369, 760 

Locomotives; coal-burning, 89 f.; Dies* 
116; electric, 116 
Log-rolling, 597 

Loom: hand, 106; mechanical, 102 
Loran, in navigation, 115 
Losses, of corporations, chart, 214 
Louisiana tax, on chain stores, 616 
Lubricating oil, 88 n. 

Luck, in business results, 240 
Lumber; production of, 50, 99; regioi 
99; resources, 99/-; values of, 98 
Lumber-using industries, 101 
Luminescent paints, 83 
Lutz, Friedrich A., 806 
Luxembourg, 711 
Luxury goods, 50 

Macaulay, Thomas B., 25 
Machine Age, 121 

Machine: methods, 414; processes, 3; 

technique, introduced, 244 
Machinery: automatic, 112; labor-savii 
245; power-driven, 276; substituted i 
labor, 38; unversatile and intractal 

Machines: basic, 102; as capital, 39; Ku 
of, 35 f-; teletype and telephoto, 115 
Machine-tool industry, 106 
Magnesium, 297 

Make-w'ork fallacy, 22 f.; projects, 780 
Malay Peninsula, tin from, 46 
A'lalthus, Thomas Robert, 56 
Malthusian doctrine, 56 f. 

Alanagcmcnt: in business success, 240; c 
centration of, 249; control of, by sto 
holders, 534; itnd control, unified, 244: 
debt, 635; fears of, 385; and financial 
ministration, economics of, 270; fu 
tions of, 240; and ownership, separai 
256; policies, 256; scientific, 120; weap 
used by, 385 

Manganese: in U.S., 96; resources of, ;; 
Manipulation: of security values, 558; te 
cncy of, 563 

Manipulative practices, 566 
A'lanual labor, 74, 345 
Manufacture: mechanical, hazards of, 
of military supplies, 192 
Manufactured goods: displacing farm 
jiorts, 685; exports of, 660 
Manufacturers 1 rust Company, bah 
sheet of, 488 
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Manufacturing: American world leader¬ 
ship in, 676; cycles in, 214; distrihurion 
of, table, 676; employees, cl.iart, 264; ex¬ 
pansion in, 683; fields of, 243; imlexcs of, 
chart, 216; industry, chart, 214; and 
mining output, during World War II, 
145; production, table, 675 
Manufacturing industries; concentration 
in, 268; diversified, 664 
Margin: as money invested, 568; trading, 
illustrated, 560 

Margin control, by Federal Reserve Board, 
568 

Maritime Commission, 713 
A'farket, the, 12, 20; adjustments of, 58; 
affects size of firms, 268; control over, 
242; dependence of consumers on, 421; 
employment governed bv, 773; for gov¬ 
ernment bonds, 495; impersonal, 414; 
liquidity of, 566; money demand in, 730; 
new-ksucs, 550; for old issues, 549; oper¬ 
ation of, 414; organizes production, 
42^.; productiveness of, 14/.; quasi¬ 
automatic operation of, 748; relations of, 
225; sellers’, 523; spontaneous and im¬ 
personal, i5f. 

Market: call, 560; infomiation, 350; labor, 
341; mechanism, 34 ff., passhit; -oriented 
activities, 47; -price mechanism, oper¬ 
ation of, 36; -price system, 35; organi¬ 
zation, 58; prices, national product at, 
1946, chart, 160; processes, 290; rate of 
interest, 787; securities, 492 
Afarket place, substitute for, 789 
Afarket sj'stem, 14; dependence on, 748; 

dominance of, 433; functions of, 749 
Afarket value; as basis of rate-making, 
319; of common stock, 535; as measure 
of value, 319/.; of stocks and bonds, 319 
A'larketing: of medical services, 460; of 
new issues, 543 ff. 

Marketing associations, co-operative, 431 
Markets: for American exports, 661; cul¬ 
tivation of, 268; foreign, 392; non-Euro¬ 
pean, for American exports, 661; or¬ 
ganization of, 25; over-the-counter, 550 
Marshall, George C., former Secretary of 
State, quoted, 715 
Marshall Plan, 584, passim; authorized, 
715; nations, total dollar deficit of, 714 
Marx, Karl, view of income distribution, 
198 

Marxist slogan, 729 
“Master race” theory, 56 
Martian Society for the Advancement of 
Understanding, 31/. 

**A/Tocrm£kr*/%/4/rk ^ ___ _ 


Alass production: methods of, 41; price of 
414; shifts, in [:»rodiiction aci nines, 75: 
Alass-scalc niechods of sales promotion, 291 
Alassachuserts, child labor in, 358 
Alassachuserrs Siipi'cnie (hjurr, 376 
Alatched oriicrs, 595 

Alaterials: changes in, 791; mechanical 
ii2f.; new teelmol()t{\' of, io9|.; scarcire 
759; ^’Otirce of, 39; stoclNjiilinir of 
79 o; srrucrural, 112/.; supj)lv of, 122 
Alatcrnal mortalit\', 95 
Maximum week', 358 

Alcasiire: of bigness, 26] f., 299 /.; of ccO' 
iKdiiic welfare, 182 

Aleasurcment of cx’chcal movements 
2 o 9 f. 

Aleasurcs: of real national income, 182/. 
of value, 319/. 

Alcas/iriii'^ Ihisi/icss Cycles, Arthur F 
Burns and Wesley C. .Mitchell, 2097;. 
Alcat, fctleral inspection of, 429 
Alcchanical; inilustries, 73; loom, ro2; ma¬ 
terials, 112/.; power, total, 89; revolu¬ 
tion, io 9 )f. 

Alechanism of inflation, 191 
Alechanization of farm processes, 117 
Aledian income, 199 
Aledicine, advances in, 6^ 

Medical; care, public provision of, 576; 
discoveries, control of, 460; group, pro¬ 
portion of, in population, 459; and 
health services, 409/.; research, 490; 
science, 459 

Alcdicval economic isolation, 133 
A'Icdium of exchange, monev as, 469 f. 
Meeting the Special Frob'lems of Small 
Business, quoted, 260 n. 

AIcn’s clothing production, 47 
Mercantilism, 785 
Mercantilistic doctrine, 631 
Alerchandise and services, flows of, 669 
A'lerchandise trade balances, by regions, 
table, 720 ' ^ 

Afercury vapor, in poxver plants, no 
A'lergers: corporate, 133; defined, 286 
Alerit ratings, in employment, 454 
A'letallurgical problem, 107 
Metals; lightxveight, 113; nonferrous, 97/.; 
and ores, prexvar imports of, table, 679; 
precious, 506; technology of, 106 f.; as 
xfital products, 53 

Alethod: for determining rate base, 32’- 
of production, direct, 125; of solving 
problems, nof. ^ 

Adethods, of filling jobs, 349; labor-saving, 
761; large-scale, 273; mass-production. 
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jiroducrion, 124/’.; senndardized, iiS; of 
riuirnuiii Arnold, 296 
Mexico, .siher in, 516 

Middle Attes; agriculrural coninuinitics of, 

I’,2; metal arts in, 106 
Migration; internal, 67; international, 75; 
nioti\ cs of, 75 f. 

.Military: departments, 79; serxiccs, 73 
Milk production; market-oriented, 47; 
possibilities of, 52 

iMill, John Stuart, 304; opinion of, 573; 
quoted, 604 

Aliller-Ts dings Price Maintenance Act: 
opjaosition to, 300 f.; jrroducts affected 
h\’, 301; pro\'isions of, 300/. 
“Milling-in-transit,” 4H f. 

/Mills, I'rederick C., 19//. 
iMineral: deficiencies, (/>[.-, deposits, 39; 
intiusrries, laiul-oriented, 47; rest)urces, 
46; wealth, </>!]. 

Minerals: in moilern ci\ ili/arion, </>■, sec¬ 
ondary sup|ilies of, 97; source of, 39 
Miiicrnlx Yenrhook, K03 

Minimum; hourls' wiiges, 350; price, guai- 
anteed to farmers, 404; progress, 402; 
standards, tho 
MinimuTii-wage laws, 3^)t f. 

Mining and manufacturing output, during 
W'orld W'ar II, 143 
Minnesota, iron ores of, 4^ 

Minoriiv' ownership, control by, 252 
/Mint: established, 507; ratio, 507 
Mints, U.S., 511 

Mississippi, per ca|)ita income of, 19S 
/Missouri i^iver X'allcv, *^>9 
Mitcbeil, Wesley i ',.,' 212 ;;.. S04 

Mobility; occupational and geographic, 
70 f.;()f 1 (opulatioii, yH 
Monetarv: base. gold. 3": claims. 4K7; 
conditions, of iitultilateralisiti, 7 </>; dtf- 
(ictillies, national, yoH; disturbances, 470; 
gold, biirdetl of, 3ti; gobi, sttiretldefed, 
473; indatioti or deflaiioti, ih9; measures, 
to stabili/c business, 227; nott<lisctimit1a- 
tion, 707 IJ-\ policy, 4''>4; pool, 70M; piob- 
leitis, 3(/>; stati.lard, 3 "'^>; stipb'Y’ '^’ 4 ' 
Mftiietary I''itud, Itiicrnational: rules ttf, 
70H; sc arceciirreticy clause of, 707 
Monetary systetu: basis of, 4<'>7; itiipoifance. 

of, Instability of, 4 i'>H 

Monetary systettt, ittiertiaiional, 512; func¬ 
tions of. 470; inechanics of, 634; <>1“^''- 
aiion t)f, 4^/> 

Monetary systems, of governments, 630 
Money: acceptability of, 4711 as|)ects of, 
463; atui bankittg, policy issites in, 506; 


and capital, 132; as capital, 133; chang 
in value of, 468 ff.; as common d 
nottiinator, 466; concern for, 31; ere 
tion of new, 634; credit, 475; credit t 
476; and credit, 463; and credit, syste 
of, 463 /f.; demand, in the market, 73 
demand, planning of, 750; dominance c 
133; ccotiom)-, the, 465/.; from and 
the economic system, 161 f.; end of, 47 
an end in itself, 133; fiat, 472; flow < 
circular, 161; flow of, in markets, 55 
flow of, for securities, 541; flows, in pr 
duction, 139; functions of, 466; impc 
tance of, 464; income, and real incon 
chart, 179; incomes, 466; issued by ban 
474; invested, margin as, 568; lawful, c 
fined, 496;/.-, as legal tender, 475; 
measure of economic behavior, 4* 
oscillations in value of, 510; paper, cc 
vertibilitv of, 508; path of, 161; pt 
ttictits, 44; qualities of, 466; relations 
to national trade and production, 4 
silver as, 313; as standard of value, 466 
ns store of \ aluc, 470/f.; supply 
table, 642; technical features of, 470; 
ral supply of, 633; types of, 472 ff.-, ’ 
of, 6; value of, 351; value of, fluct 
tions in, 311; value of, stability in, 4 
as wealth, 133 

Monopolies; business, 280; classes of, 2 
legal, 279 natural, 279; and pul 
policy, 282 IJ.-, public regulation of, 3 
public-utility, causes of, 308; puqiose 
282; relative, 281; system of, 292; ; 
trusts, purposes of, 432 
Monopolistic: business enterprises, : 
chain stores, 429; combinations, fote 
682; competition, 304; pi'licies, risks 
798; power, 301; restrictions, 774 
Monopoly: tulvantages of, 3 V^' bases 
282 f.; and big business, 279/f; bilat( 
794; in Ib itish steel industry, 306; ctu 
by cotnpet it ion, 2 3; vs\ competit 
2Kof.; conflicts in, 800; control by, 
the corporation as promotitig, 233; c 
tion of, 527; over creatiott of ptirclia 
power, 801; ttf ilomestic: mtttkct, 
fostered by NIKA, 293 IT-I governm 
created, 791; growth of, 414; kt'v: 
prohibit, 282 f.; movement tttwaid, 
policy regartling, 3n3'> power of, 2I 
293, 304; power, solutions to, 306; jti 
of, 133; ptiblic regulation t)f, 307/f 
s|iecific occupations, 801; stimulus 

Monthly l abor Review, 804 
Moody, John, 261 
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iMoral rL'sjxiiisiliilii \', j/j 
“(VIonil Rstrainv,” (o ciiLck |)ii|iul.ition 
growth, 57 

.Moral sanctions, :57 I- 
nlorltiiiiry raics, >^5 
Morgan, J. P., (,'oni|i.in\, 

Mortgage, on assets, lidnilliiihli 1 s’, i;;5 

Alortgages, 4S5; lann, or's 

Mortalitv : Ironi liisc-.ise, Or iii.ticiat.il, o,; 

ancl inlatit, 4tS; trends ttt, 

Alotic'c of prolit, : ^4 

Motix’cs: for itircst ittg, tR, nl itiiL'i.iituti, 
75; for sa\ ing, t ; 1 
Motor fuel, alcdlml as, o: 

Alotfir \ ehiele regist r.it inn ih.ifjrs, o,,- 
Motor eehteles, itt W ntld \\ ,11 I, 1 m 
Alotors, elect t ic, 1 11 

Mox'Cttietit: frotti l.irins to cities, -tr, tn- 
warcl iticUistrtal taitisnlid.it n m, 

Alovenients: c\clic al, tne.isni c tne tit of, 

205 f.; of w ages and eai iiines, 

Multilateral trade, 706 

Multilater.ilisin, itionei.irs' conditiipiis nf, 
706 

“Multiple exchange-r.itc” practices, 7117 
“Multiplier,’’ theorc df the, -Oo 
Alunicipal franchises, 701 
Alusicians’ union, prosecittion nf, ts;4 
Alurray, Philij), presidciu of CIO, 5-4 

National: Itank notes, 4'74; hanKlng l.tws, 
495; hanks, 400; hound.tries, foreign 
trade as jirodiict of, h4S; luisiness, con¬ 
trol over hy invesrinent h,inkers, 
consolidated income acci'unt, is-; dehr, 
interest on, 5HO; deht, peacetime growth 
in, sHof.; defense, 57s, /’.on////; economte 
activity, aim of, tiss; econoinv, go\ ern- 
nicnt activity in, 574; foreign evciv.inge 
controls, yofi; programs 'irr, world econ- 
, omy, 70: /f.; prosperity, -S; securitc', 
^55 f-\ securities exchanges, registered, 
565; status, in international investment, 
668; taxable capacittv 617; trade and pro¬ 
duction, relations of money to, 464; 
wealth and armaments, 154; wealth and 
capital creation, 140 

National Association of Manufacturers 

375 

National Association of Retail Druggists, 
300 

National Bureau of Economic Research, 
209, 803/J. 

National City Company, 501 

National Conservation Commission, 87 

National income, 159, passim; table, 159; 


.INCIMC' ■ of, , ''.III, I J , 111 ( III] ■! .e, 

kits, i.Sd; |iir c 1IIr.iIN .ja ii ,iI. I'l V 11 1 - 
fi, I It dol l.l r , ! i , I 1/ ; , III I , I : I ;l 
10 ;o do| 11 1 -., , • .!i 'I -If d' ’ ■ 1 - . 1-- 

dc I c rmii 1 ml ot ■ 1.1, 1 -r ■■ i: ■ 1 1'. 

t loll ol , 1 -4 //.; tic , 111. i till : 

I I ,idc, ti-s'; ,,|id I'l I 0 : a .1 ; 11.1.1 ■ 

I. 'l'li . I Ci; lii'port . ,i':d I ; ni't I ■ . 

O'S ; .md 11 Ic !h. !C hi.! I I 1 : ■' ■ I ' ' ■ ; I' 

inch; 1 1 i.ll o!l;_i !l i, I - - ■ ; | ' , J 

mihii 1 ii 1.- Ill, I ii I ( I ii I ■ I' I j -O' 1:1, ! . ■ I 

ol, ; I ■ 10 :: .I'PI! ii I : :: I', I ; . . 

I i I'e III er III 111!; ,u' '. i !! .i 11 .. ■ i.! i, i.; i . .. 

SI III |\ rv, I ! ■ I; I iM III c .1 ' I'C ; ' I . j : - ; 

at id 11 It I' It i.d j >1 IIII ■I. I'l.; : ■, I , i 

II. 'l || Ill.ll pi odiK t . I I I 

I • '.II:. 1 'i. I; I n r I 111I I .'I '. 1 : , r- 

^ III .1 ■;( I!'' 11 a ii: I ’I ii! lit. i ■I Ill ; 11, 

Cl line.-, ; I ij: :d ; , . . | 

I 04O, , I - I ; I ]i , I ,1 , j ill I . . : I .: 

6'; I ; r.ii III o| '_.i I 111: ■ I "I i 1 . 1 r 11. :' - ; 

r.ii to III mu Fi -.1 i. 11 I r;u- ■ to. - -; r a ■' I . t' 

t.ix lilirdul to, ,-.s-: led. :.i'' . i-s; r,, 7 
nie.isuri. s I if, I .s: ) ,.• 1 v d' ■ • i 1 f ,’ 1 'i 1 

;o I ; III ivl It || III 111 e I lU , ,I |_' I e I-'II I e •'!, 

i'll .S; S u Pel, I fi,-; vi.'p , ,f I - I . j 

el 1 st la 1II1111II1 Ilf, .J; vj e'ldl':“ ot i .a’ o 
h 1 1 11 \ ■ of, I ; 11 I.; , 1 s s 11111 III m d ". I d I i . I !': - 
Cl lines, I -ii; fc ir I 1' I s, I 1 u I \ ; n 1 a' h,. 
come, 11 '.',if;. 10;; lue of. iii4'i, .m ' , i'.,-; 

and Work week. 

Nation.il Imhistriil ( oMfciuiuu' riond. s 
Nation.ll lllehlstriil RceinelU \e.I o! 1' 

:Sii. /M.e.vi,admiliisi iMi i. Ill of, tioeiitied, 
2 i ;4 eieelircel lillCoiM It 1 u ii in |, :i,l; 

effect of, zir,\ expcriU'i.iit, uic; f.isuiud 
monopoK', fosteiud jd mnrvj-, 

7;t; legacy of, nu; ohiscti\ss of, or; 
prohleiiis of. :e;;; |'ro\ isioiis of. :i;i 
Nation.ll ! ahor Relarieiiis .\ct ot i.r,,-, 
ris/h; eliccts of, ,Vcc .1.’,'./ W .i.'iKr 
Act 

National l.ahor Relations I’niarei. tso, 
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National proiluct, 141;; and exports, -is; ar 
market prices, 15S; ami natiein.il income, 
1046, I'hart, 160; net, rai'L. m,-; lur. ap¬ 
portionment of, ehart. 14;; fieim eiver- 
seas, 167; real, iS:; in World War 11, 
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National product, gross, 1 s-6, passi//:; ehar;. 
i8t; and national income. tal'Je, 150; and 
net, 1946, chart, 160; parts of, 70,-; b\' 
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Naticnjal Product Since i86g, Simon Kuz- 
nets, 144803, 805 

National Railroad Adjustment Board, 370 
Natitinal Recovery Administration, 90, 
passim; codes, 426; as experiment, 735; 
period of, 53 

National Resources Board, data from, 85 
National Resources Committee: data from, 
261, 420; forest estimates of, 100; quoted, 
260 study by, 64 f. 

National Resources Planning Board, esti¬ 
mates bv, 66 f., 68, 805 
National Youth Administration, 442 
Nationalism, economic, 52 
Nationalization, of silver, 515 
Nations: exchanges among, 25; interde¬ 
pendence of, 702 f. 

Nation-states, imperialist, 785 
Natural gas, 92; supply of, chart, 89 
Natural history of the business cycle, 220 
Natural monopolies, 278 
Natural resources, 80^.; conservation of, 
580; fixed, 58; organized, 32/.; reclama¬ 
tion of, 575; variations in use of, 648 
Natural rights, doctrine of, 602 
Naval construction program, 740 
Navigation, radar and loran in, 115 
Navy, use of oil by, 93 
Near East, oil in, 93 f. 

Needs: concentrated on dollars, 709; in 
Cireat Depression, 438 f. 

Needy aged, problem of, 457 
Nevada, income of, 198 
New Deal, 4, passim; agricultural inter¬ 
vention under, 392; benefits, to agricul¬ 
ture, 403 f.; b.anhing legislation, 499; in 
ct)nservation, 87; deficit spending under, 
627; experiment, 769; and the federal 
budget, 581 /E; labor legislation of, 383; 
period, 581; planning under, 733; poli¬ 
cies, 581; relief efforts of, 439 E; taxes, 
on agricultural processing, 616 
New England, cottoti textiles in, 47 f. 
“New Ereedom,” Wilson’s, 492 
New I bimpshirc, limited f«male hibor, 358 
New issues, 561; dis|)osing of, 544; federal 
regulation of, 562; investigation and reg- 
istratioti of. 542 E,' marketing of, 543/E; 
|)rospectuses of, 542 
New jersey, laws of incorporation, 247 
New York Central Railroail, rebates given 

■’y- . . r , 

New York Committee ttn Revision of the 
Public Service Commission I.aw, 326 
New York Court of Appeals, 376 
New York state, income of, 562 


New York Stock Exchange: admission t 
553; listing requirements of, 562; ma: 
agement of, 553, 562; operation of, 55 
organization of, 552 f.; securities list< 
on, 553 

New Zealand, exports of, 677 
Niagara Falls development, 94 
Niagara Hudson Corporation, 334 
Nickel, resources of, 46 
1929 dollars, chart, 184 
1939 dollars, chart, 181 
Nineteenth century, as an age of faith, 7 
Noncommercial corporations, 235 
Noncommodity aspect of labor, 343 
Noncommunist affidavits, 382 
Noncorporate enterprise, agriculture 
^43 ... . . 

Nondiscrimination: principle of, 700; U 
on, 697 E 

Nondurable goods, fluctuation in, cha 
216 

Nonfarm income, average, 390 
Nonferrous metals, 97 f.; foreign produ 
ers of, 98; recovered, 98 
Nonmonetary property, 471 
Norris-La Guardia Act of 1932, 37 

amended, 382 

North River Sugar Refining Compar 
sued, 283 

Northern Securities Company, dissolve 
286 

Northwestern Europe: as “world’s banke: 

670; as “world’s workshop,” 670 
No-strike pledges, 386 
Note-issue functions, of Federal Reser 
Banks, 493 

Notes, Treasury, 632 

Notirse, Edwin G., ct ah, 49 w., 5172. 

Nuclear reaction, no 

Numbers, index, 206 

Nutrition, standards of, 660 

Nylon, 272 

Oak Ridge center, 95 
Object of economic effort, 133 
Objective of full employnicnt, 749 {f. 
Objectives: of corporations, 248 f.; 

NIRA, 292; of pul)lic policy, 752 
Obligations: international, 721; to stoi 
bohlers, 488; t)f all U.S. governmei 
623 

Obsolescence, 122 

Occupational: distribution, 79; inunol 
ity, of farmers, 398/E; uf workers, 4 
redistribution, 75; shifts, 71; spcciali 
tion, 128 

Occupations opcnctl to women, 74 
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Office of Price Administration, 426 
Oil; in Central and South America, 93 f.; 
in China, 516; conservation of, 93; for¬ 
eign, 93; as fuel, 92; lubricating, 88 h.; 
production, during W’orld War II, 93; 
reserves, 69; in Saudi Arabia, 53; scan¬ 
dals, of Harding administration, 257; 
from shale and coal, 93; state control of, 
gif.-, use of, by Army and Navy, 93; 
wells, unnecessary, 92 
Oklahoma, settlement of, 76 
Old-age; assistance, 456; benefits, 449; pro¬ 
visions, criticized, 450 f.; provisions of 
Social Security, 448/7.; records, 450; and 
sundvor’s insurance program, 448 
Open market: Great Britain as, 658; func¬ 
tion of, 563; operations, 496/7.; oper¬ 
ations, of Federal Reserve Banks, 524 
Open shop, 365 
“Opening the books,” 545 
Operating; costs, 328; advantages, of large 
firms, 270; efficiency due to large size, 
270; standards of, 327; figures of corpo¬ 
ration, 543 

Operation: economy of, 241; of tlie mar¬ 
ket, 730; and ownership, government, 
307; unity of, 273 
Options, use of, 556 ffi. 

Organization: the corporate, 243 f.; and 
operation of our economy, 783; and 
procedure, commission, 315 ffi.; of pro¬ 
duction, 42 if., 231 ffi., passim; by the 
market, 13/.; labor, 383 
Origin, industrial, of national income, 
chart, 177; table, 192 
Outlay, apportionment of, 241 
Output: and employment, 774; expansion 
of, 51; factor price of, 158; finished or 
unfinished, 153; flow of, 149; govern¬ 
ment, in wartime, 189; gross, analysis of, 
formula, 156; measured by national in¬ 
come, 158; net, 154; per capita, 784; 
regulation of, 294 

Overcapitalization, 254; consequence of, 

314 

Overloading, financial, 331 
Overpopulation, 587. 

Overproduction, 9, 398 
Overregulation, 789 
Oversaving, 765 

Overseas loans: by U.S. Treasury, 168; 

national product from, 167 
Ovenime rate, 357 

Ownership; of capital, 128; concentration 
in, 264; conditions of, 128; division of, 
and management, separated, 256; 


government, 307; public, 311; split int< 
capital stock, 244; status, of stockholdci 
535; transferable, 249 

Paints, luminescent, 83 
Pacific Coast states, 76 
Panama Canal tolls, 587 
Pay-as-you-go, 615 

Paper; commercial, 486; currency, 507 
money, and bonds, 634; profits, 331; two 
name, 484 

Paralysis of industry, 290 
Parent company, 252 
Parenthood, changing attitudes toward, 6: 
Parliament: passed incorporation act, 246 
restricts unincorporated companies, 241: 
Parity: international, 509; prices, 402 
Partnership, the, 242 
Patent laws, abuse of, 296 
Patent medicines, 423 
Payments; balance of, 689; check, 476; de¬ 
ferred, 468; international, 167/.; relief, 
201; transfer, 170/.; U.S, balance of, 
table, 686 

Payroll deduction, 601; tax, 450, passim 
Pennsylvania: coal fields of, 48; steel mills 
of, 48 

Pensions, old-age, 787 
Percentage distribution: of farm and non¬ 
farm households, chart, 391; of personal 
income, table, 418; of world manufactur¬ 
ing production, table, 676; of labor force 
in agriculture, chart, 393 
Personal income, percentage distribution 
of, table, 418 

Personal incomes, duplication of taxes on, 
620 

Personality, economic, 166 
Pestilence, to check population growth, 57 
Petroleum, 81; market-oriented, 92; out¬ 
put, state restrictions on, 54; production, 
92; reserves, 93; soure.e of, 39; as source 
of power, 91 ffi; U.S. resources of, 46; 
as a vital product, 53 
“Phantom freight charges,” 299 
Philippines, U.S. agreements with, 702 
Physicians: artificial limitation of, 459; 

services of, 36 
Picketing, mass, 367 
Pictures by wire or radio, 115 
Piece rates, 350 

Piedmont, Southern, migration of cotton 
manufacturing to, 48 
Pig iron production, chart, 208, 210 
Pioneers, American, 21 
Pipe-line system, 42 
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^ittsburgh-plus, 289 
^hinncd foi'cign trade, 703 
Planning; agricultural, 735; aim of, 755; bv 
business firms, 734; as bv-product of 
state ownership, 743; centralized, during 
\\ Olid \\ ar II, 739; of consumer out¬ 
lays, 413; definition of, 738/.; economic, 
731; emergency, 741; fostered by NIRA, 
733; free markets, 703; for full em¬ 
ployment, 753; government, a contro¬ 
versial issue, 741; indirect, 754; ineffi¬ 
ciency of, 747; in World War II, 743; 
industry-wide, 735; integrated, 753; of 
money democracy, 750; for national in¬ 
dustrialization, 744; under New Deal, 
733; piecemeal, 741; vs. policy, 752/7.;’ 
for postwar world, 695; regional, 7357.; 
by Treasury, 7367.; urban, 735; of use 
of nnrurnl resources, 737 
ant: book value of, 267; and buildings, 
investment in, iiyf.; expenditures, by 
U.S. Steel Corporation, 538; and struc¬ 
tures, investment in, chart, 217 
astic bearings, 114 
astic fibers, 114 

astics’, thermoplastic or thermosetting, 

'14 

astics industry, unstable, 114 
'land, 711 

iliey: active employment, 774; areas, 790; 
jf credit expansion, 526; of deficit spend- 
ng, 772; employment, origins of, 773/7.; 
nternational economic, 797; issues in 
iioney and banking, long-run, for a 
.rediror country, <592; making, difficulty 
'h 77 '>/ 7 -; vs. planning, 752/7.; problem 
)f, 303; sjiecific c]uestions of, 790 
licies: flexibility of, 777; gold and silver, 
13; jniblic, 778; need for co-ordinated, 
547.; of Treasury and Tederai Reserve, 

itical: abuses, in relief, 4467.; action, 
dvantage from, 801; area, economic 
uestions in, 800; atmosphere, interna- 
onal, 53; contributions by unions, 382; 
ontrol, of state employment, 456; for- 
ign policy, t)6e;; frontiers, economic 
gnificance tif, 655; man, 790; olijectives, 
iiernational implications of, organ- 
alions, agrarian, 401; parties, rationale 
f, <347; and philoso|)hical issues, 800; 
Dwer, to curl) economic jiower, 789; 
gnificance, of economies, 728; strength 
farmers, 401 f.\ tensions, 714 
tical Action fiommittee of (ilO, 382 
tical economy: emergence of, 800/7,; 
met ion of, 802 


Political Science Quarterly, quoted, 296 
Fohtics and economics, borderline be¬ 
tween, 800 
Poll tax, 607 
Pools, 557 

Pools: attacks on, 284; monopoly, 283; oil, 
9 -; opinions of, 5587. 

Poor, the, 340; taxing the rich to benefit 
202 

Population: census of, 172; change, 61/7,; 
changes, and productive resources ■ 
changing pattern of, 76; compared, table, 
675; concentrated, 45; decentralization 
of, 78; density of, 45; distribution of, 45; 
farm, 390; future, 66//'.; geographical 
changes of, 757.; growth, from immi¬ 
gration, 66; increase in, 59; medical 
group in, 459; mobility, 78; percentages, 
urban and rural, table, 77; quantity and 
quality of, 56; ratio of natural resources 
to, 775; redistribution since 1930, 77//'.; 
as resource, 39; rural farm, 63 /'.; shifts,’ 
76; treml.s, 67, 457; urban, 63 f.; of U.S.! 
1869-1938, 183; workers in, 416; world 
45 

Populism, 784 

Port of New' York Authority, 736 
Vositivc Theory, The, of Caftital, Eugen 
von Bbhm-Rawcrk, \2y11. 

Post Office Department, 306 
Post offices, 35 
Postal rates, 587 
Postal savings system, 540 
Postw'ar: figures, of wtirkcrs, 265//.; 
period, consei'vation in, 87; government 
responsibility in, 53; prices, 186; shift in 
pulilic attitude, 732 /.; world, iilanning 
for, 695 ° 

Potatoes, chart, 388; alcoliol from, 405; 

grades of, 424; price support of, 405 
Pound sterling, depreciated, 694 
Poverty: abolition of, 74,; attitudes to- 
wani, 438; government help to relieve, 
43 «;Malthus’ theory of, 58; relieved by 
charity, 438 

Pmyer: abuse of, 384, 744; associated with 
bigness, 259; centrali/.ation of, 782; con- 
centiaiion of, 262; to create currency, 
634; diiriision of, 744; power-driven 
machinery, 276; electric, 88; facilities, 
co-ordination of, 333; generation, 108/7.; 
hydroelectric, 80; interstate flow of, 328; 
lines, 85; mechanical, 89; petroleum ns 
source of, 91 ff,- plant, efficiency of, 
270; |)Iants, industrial, 90; proiluctive, 
sources of, 107 /.; regulation, by state 
commissions, 310/'.; .sources of, 88i steam. 
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88; systems, interconnected, 328; trans¬ 
mission of. III/.; utilized, 87; water, 
development of, 787 
Powers of representative bodies, 577 
Power Series No. 1, 32872.; No. 2, 3297?. 
Precision instruments, manufacture of, 761 
Precious metals, role of, 506 
Preferential agreements, U.S., 701 f. 
Preferential rates, for current, 270 
Preferred stock: optional, 534; dividend 
rates on, 533 

Preferred stockholders, 532 
Present-value rule, effects of, 323 
President, advice to, 776 
President’s Conference on Unemployment, 
778 

Pressure lobbies, 427 

Prewar imports: of foodstuffs, table, 679; 
of industrial materials, table, 61% of 
metals and ores, table, 679 
Price: of British pound sterling, 509; con¬ 
sumers’, chart, 179; of consumers’ goods, 
182; of credit, 524; of effective self-gov¬ 
ernment, 613; of foodstuffs, postwar, 
733; of gold, 511; of local self-govern¬ 
ment, 622; of mass production, 414; and 
quality, 415, 424/.; of a security, 563; 
of silver, 515 

Price: ceilings, 426; discrimination, 298; 
disparities, of securities, 569; floors, agri¬ 
cultural, 684; index of the Bureau of 
Labor Statistics, 178; history of .U.S., 
471; level, general, 4; movements, chart, 
211; movements,' in securities, 570; par¬ 
ity, 403; structure, 414; support, farm, 
683; system, 176 
Price-cutting, 242, 292, 300 
Price-fixing: agencies, 782; agreements, 
297; by code authority, 292; complained 
of, 302; of farm products, 406 
Prices: administration of, 242; as business 
forecast, 552; changes in, 420, 468; con¬ 
trol of, II; of cotton and wheat, 402; 
crop, 397; effect of war on, 25; farm, 
396; inflationary rise of, 617; minimum, 
enforced, 294; and profits, cyclical, 
213 f.; raised by government, 392; repre¬ 
sent opinion, 552; rising, and expanding 
employment, 781; wartime and postwar, 
185/. 

Pricing of steel, 289 
Primary-producer countries, 681 
Primary producers and industrial nations 
658/. 

Primary production, soecialization in rten 


Principle: of large numbers, 479; of [ 
ability, 479 

Principles of consumer co-operation. 
Principles of Political Economy, 
Stuart iVIill, 788 

Printed money, inflations associated ^ 
634 

Priorities, in wartime, 35 
Private: business, regulation of, 575; c 
ity, 443; employment, and central 
planning, 747 //.; finance vs. gov 
ment finance, 578 /.; investment, Ii 
national Bank’s promotion of, 7c 
stores vs. co-operatives, 433 ff. 
Probability, principle of, 479 
Proceeds from exports, 167 
Processed materials, exported, 663 
Processes: German, restricted in U.S., 
in typical fluctuation, 218 
Producers: as consumers, 20; consul 
as, 416/.; co-operatives, 431; goods, 
plight of, 291 

Producing capacity, of water-power 
ergy, 94 

Producing for export, 167 
Product, changes in, 185; at factor pri 
171; flow of, 149; gross national, cl: 
186; gross national, and federal expei 
tures and receipts, table, 639; gross 
tional, and national income, table, 
and income, 162; national, in Wi 
War II, ff.-, national gross, 182; : 
183; national, from overseas, 167; r 
182; net national, table, 159, 165; t 
of, chart, 188 

Production: activities of, 34; activit 
mass shifts in, 758; adaptation of, 
consumer demand, 73.8; capacity, < 
of capital equipment, 136; censuses" 
172; control, 53, passhii; and consur 
tion, 413; cost of, 320 f.; costs, of fai 
ing, 683; decisions, 743; direct metl 
of, 125; economies of large-scale, - 
effects of tax system on, 608; efficiei 
of, 356; and employment and develi 
ment, in ITO, 699; and employment, 
temational, 706; government conti 
over, 574; expanding, and expanding e 
ployment, 781; and export sales, 6 
extractive branches of, 73; fluctuatii 
275; generating incomes, 159; g. 
graphical distribution of, 647 /.; goals 
125; of gold, 508; gross, in U.S., 
handicraft and household methods 
276/.; and income, trends of, i8o- 
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eduction (Cent.) 

by large firms, lyof.; large-scale, ii; 
limit to, 269; of lumber, 99; maximum, 
776; methods of, 124/,, 272; methods of, 
changed, 761; money flows in, 159; or¬ 
ganized by the market, 13 f., 42 ff.; or¬ 
ganization of, 202; organization and con¬ 
trol of, 231^.; per capita, 71; of petro¬ 
leum, 92; in place of imports, 722; re¬ 
stricted by government, 392; restrictions 
of, 770; scale of, 150; techniques of, 
102 ff.-, total, 627; volume of, 4; war, 517; 
world, 648 

oductive abilities of people, 56 
oductive: arts, state of, 58; capacity, 269, 
passim; energies, unreleased, 58; facili¬ 
ties, allocation of, 275; machine, effi¬ 
ciency of, 185; process, co-ordination of, 
15 f.; power, sources of, loyf.-, resource, 
capital as a, 132; system, 231, 797; tech¬ 
niques, evolution of, 104/.; use, for bor¬ 
rowed funds, 691 

oductive resources, 32, passim; distribu¬ 
tion of, 652; and population changes, 
69 f.; overemployed, 49; use of, 4, 6; 
world distribution of, 648 
cductivity: of farms, 393; improvements 
in, 61; levels of, 772; worker’s, 353 
oducts; affected by Afiller-Tydings Act, 
301; changes in, 761; displacement of, 
652; diversification of, 271; standardized, 
118; varied, 271 

ofessional: dealers, 567; people, 59; skills, 
263 

ofessions, the, 73 

ofit: calculation of, 293; and interest, 
rate of, 20; and loss account, 236; motive, 
234; prospect of, 234 
ofits, all corporations, chart, 214; create 
job opportunities, 773; cyclical move¬ 
ments in, 214; on gold, due to devalu¬ 
ation, 514; monopoly, 135; paper, 331; 
plowed back, 530; retained, 538; un- 
fistributed, 536; of unincorporated enter¬ 
prise, 194; by U.S. Steel Corporation, 
537; wiped out, 291 
ogram, of full employment, 750 
ogress, technological, 103 f. 
ogression: geometric and aritlimetic, 57; 
principle of, 597 f. 
ogressive societies, standards of, 56 
ohibition: excises during, 589; and in- 
eentives, wartime, 738 
omissory notes, 484 
omotion schemes, 233 
opaganda, 311 


Property: as ability to pay, 603; attitude 
toward, 128; of corporation, condition 
of, 343; appraised, 343; fair value of, 
324/.; incomes from, 193; nonmonetary, 
471; right of, 129; rights, limitations on, 
26; tax', 392; triple taxation of, 621 
Proprietorship, the individual, 242 
Proration laws, in oil-producing states, 92 f. 
Prospectus, authorized, 343 
“Prosperity everlasting,” 784; national, 78; 
of the 1920’s, 778; periods of, 149/.; 
and world trade, 636 
Protection: in Great Britain, 638; legal, of 
woi'kers, 334 

Protectionism: agricultural, 684/.; Euro¬ 
pean agricultural, 683 
Protectionist position, 693 
Protective duties, 608 
Protective tariff, in Britain, 694 
Protestant Reformation, 777 
Prounion legislation, 377 
Proxy machinery, 237 
Psychiatry, 438 
Psychic income, 132 

Psychological: factor of investors’ judg¬ 
ment, 139; factors in capital formation, 
136; factors in expansion, 220 
Public, the: and business, 166; and prob¬ 
lems of small business, 262 ff. 

Public: attitude, postwar shift in, 732 f.; 
borrowing, inflationary effects of, 633; 
credit, 478; development, of electric- 
power resources, 376; disadvantages, of 
the corporate form,, 233/f.; education, 
201, 373; economy, fiscal operations of, 
377; employment, expenditures, antici¬ 
pated, 377; expenditures, financing of, 
622; finances, 373/f.; forest land, loi; 
health expenditures, 439; health, im¬ 
provement in, 61; health sertdees, 438; 
improvements, funds borrowed for, 164; 
interest concept, 22; interest enterprises, 
307 f.; operation, 306; opinion, 290; opin¬ 
ion on planning, 733; ownership, 311; 
ownership and operation, 333; and pri¬ 
vate action, spheres of, 573; provision of 
medical care, 376; purchasing power, 
319; regulation of monopoly, 30717.; 
salaries, tax exempt, 616; securities, tax 
exempt, 616; service, 246; service enter¬ 
prises, 279; subscription of stock, 344; 
support of economic planning, 731 
treasury, raid on, 801; utility commis¬ 
sion, jurisdiction of, 310; public-utility 
monopolies, 308; welfare, promotion of, 

578 
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Public control; of concentration, 306; of 
private money, 307; of spentling, 773 
Public debt, 522, passim; table, 625; bur¬ 
den of, 631; economic effects of, 630; 
interest on, 171; and interest rate, 636/J.; 
as investment, 632; management of, 67,^; 
repayment of, as [iromoting deflation, 
633; servicing of, 753; and supply of 
purchasing power, 633 //.; wartime 
growth of, 189 

Public policy: in business ct’cles, 227/.; 
toward labor, 359/.; and monopolies, 
282/7.; objective of, 655, 752; problems 
of, 259; trusts contrary to, 282 
Public policies, co-ordination of, 7547. 
Public Service Commission, 326 
Public Utility Act of 1935, 315, pass//// 
Public Utility Holding Company Act of 
*935i 56*; holding-company system, 

332 f- _ 

Public-utility monopolies, 308 
Public Works Administration, purpose of, 
440 _ 

Publicity, tests of, 569 
Pump-priming, 627 

Purchases: by businessmen, 765; by con¬ 
sumers, 765; concentration of, 224; con¬ 
sumers’, stimulation of, 292; by govern¬ 
ment, 189; foreign, restricted, 721 
Purchasing power, 152; effects of deficit 
financing on, 633; diffusion of, 664; of 
the dollar, 191, passh/i; of gold, 511; 
maximum, 776; public, 519; supply of, 
and the public debt, 633 ff. 

Pure Food and Drugs Act of 1906, 423 
Puts, 557; and calls, use of, 565 
Pyramiding of stock ownership, 252 

Quality: and price, 415, 4247.; standards, 
426 

Quantity discounts, regulated, 299 
Quick assets, 528, 530 

Racial discrimination, 796 
Radar, in navigation, 115 
Radio, pictures by, 115 
Railroad: companies, 13; company, as 
illustration, 241; equipment, 7; freight 
traffic, chart, 208, 210; rates, fixing of, 
305; transport capacity, use of, 50 ° 
Railroad-retirement account, 582 
Railroading, technological changes in, 116 
Railroads: and coal, 116; payrolls of, 226 
Railway Labor Act, 370 
Railway securities, 245 
Railways, raoid-transit. 


Raiso/t-d'etre of economic acti\ it\3 41 
Raking leaves, 780 

Rate: of capital formation, 130//.; o 
time, 357 

Rate, base, method for (lererminini7, 
determination, starulards of, dispi 
324; increases, 310; ledneniins, 324 
Rate-making: based on m<irket value, 
basic [iroblem of, 311 
Rate regulation: costs of, 324; jirobleni' 
3'7 

Rate of return, 324//.; guitling princi 
of, 3:5; illustrated, 325//.; srandardi, 
3k3 

Rates; judicial review of, 323; |u'cce, : 

reasonableness of, 31S; rax, iSi;; rime, 
R:irio: of cash to tlejMisir liabilities, 5:4: 
debt interest to income [vunienus, ( 
of debt interesr to national income, ( 
of governnieiir cost to national inco 
5I37; of interest charges to national 
come', 772; of luitund resources to ptj 
hition, 775; 16 to I, 507; of tax buri 
to national income, 587 
Rationing, 53; of commodities, 35; of <j;a 
line, 80 ■ ■ e- 

Raw materials, 7, pass////; American m 
ket for, 682; industrial, 43; natural, 
predominance of, 680; production 
676; sources of, 656 
Raw-material: imports, 681; markets, stal 
6827.; supplies, forcisrn, 722 
Raw silk, grade names of, 4247. 
Reaction, nuclear, no 
Real commodity basis of monetarx- s- 
tem, 467 

Real estate: improvements, distribution 
table, 144; loans, 501 f. 

Reallocation: in multiple-plant concer 
276; of productive facilities, 275 
Receivables, 487 

Recession: characteristics of, 2237.; inf] 
ence of costs and prices on, 2247,; 
1938, the, 176; palliative for, 626 
Reciprocal trade agreements, 693 
Reclamation projec'ts, 69 
Reconstruction Finance Corporation, a 
thorized, 439 

Recovery expenditure: federal, 143; 

business, 293; vs. relief, 443 
Rediscount rates, 496 
Redistribution; of national income, 2c 
occupational, 75; of population, sin< 
1930, 17 ff.; through taxation and go 
emment expenditure, 201 ^ 

_j- ^ 
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R^gistrarion j-cquircnicnf, 334, 546 
T^ctii'cssion, in federal tax sysrciii, 613 
RegLilatidii: tlectric-powcr, 309 f.; fle\il)lc, 
305; i.if foreign trade, 64S; goal of, 32;; 
(jf holding conijtanics, 331; of margin 
requirements, 36S; of money supply, 467; 
of output, 294; of private business, 575; 
problems of, 310; of public utilities, 307, 
309; purpose of, 307 /).; of security mar- 
iiets, 561/.; bv state commissions, 3iof.; 
of watjes, 354; of working hours, 358 
Regulatorv taxes, 60S 
Rehabilitation programs, 79 
Reis, B. J., 546//. 

Relief: administration of, 446; administra¬ 
tion of, political control of, 446; cash, 
7S0; clients, -8; competition for, 447; 
direct, vt. xtoi k relief, 445 elTorts, of 
New Deal, 439 [•; expemlitures, abroad, 
169; fa\oritism in, 447; federal responsi¬ 
bilities for, 444; future, 447 j.; anil the 
franchise, 447; issues and problems of, 
442/[.; for itinerants, 447; “make-worlc, ’ 
780; measures, of N'eu Deal, 442; pay¬ 
ments, expansion of, 7^'’' Jtlanning of, 
445; pohcN' of, 443; |)ohtical abuses in, 
446 f.; |iolitical ends of, 444; program, 
attractions of, 7S0; program, difliculttes 
raised by. 781 f-i projects, competition 
of, with private business, 446; projects, 
geograpluial distrihut lott of, 445> 
sponsihiliiv for, 4441 standaiils of, 443 ' 
I’.f. recovery, 443; work, 627 
Religitius and political tnotives of migra¬ 
tion, 79 

Rent ceilings, 420 
Retit ( ont tills, jiostwar, 73 3 
Rental value of hotnes, 166 
Bents and interest, stability of, 194 
Reorientation of American ex))orr trade, 
6K1; 

Replacetnetif; of ca|)ival eqtiipmenl, 538; 

of capital goods, 162 f. 

Replatiting of forest trees, mo 
Hciuiri on Maiiiifarltfrcs, Alexander Ilam- 
iiton, 360; ijKoicil, 261 
Ki port of ihr Nniioiwl Advisory Coiirii/it- 
teC on Inicrnniional Monetary and I'i- 
vancial 1 ‘rohlcnis, 714 //. ^ 

Kcjtort on the Naliotial Survey of I'ote/i- 
litil I’rodnet ('.ajiaeiiy, <,i n. 
lieport on Utility Corliorations, 3 3ort 
Re|)orts of stock exchanges, 564 
Representative bodies, powers of, 577 
Reproducible wealth, 144 
Ueproductioti cost, 320 
Keprodtiction rales, net and gross, table, 63 


Republican administrations, 290 
Repudiation and bankruptcy, 638 
Research; agricultural, 117; electronic, 115; 

of large hrnis, 272 f.; organizations, 41 
Reserve: accumulated bv insurance com¬ 
panies, 540; legal, in Federal Reserve 
Banks, 498 

Reserve: accumulation, under Social Se¬ 
curity, 452; position of commercial 
banks, 523; provisions for commercial 
banks, 491; time-deposit, 495 
Reserve Banks, Regional, 490 
Reserve System: influence of, 505; func¬ 
tions of, 525; and level of business 
activity, 523//.; power of, in business 
activity, 525 

Reserves: centralization of, 793; for con¬ 
tingencies, 488; depreciation and deple¬ 
tion, 538; excess, 518; legal, of banks, 
491; among liabilities, 488; pyramiding 
of' 793 

Reserves of bauxite, 98 
Reserves of iron ore, 97 
Reserves of jictroleum, 93 
Resettlement Administration, 410 
Resins: natural, 113; synthetic, 113 
Resources: allocation of, 276, fiassint; avail 
ability and use of, 52; centrally allo¬ 
cated, in Russia, 744; centralized dircc 
tion of, 734; classes of, 39; concentra 
lion of, 731; conservatittn of, 81; tlevcl 
opment of, 95; distribution of, 749; di 
version of, 737; economic, 31 /f.; cco 
nomical administration of, 740; efficien 
tise of, 175; exhaustible and pennanciu 
81 f.\ forest, mine, or crop, <)gfe, human 
32, 55 If.-, land, 85 f.; localization of, 81 
major, 83; mineral, 96; mobilization ol 
517; natural, 80/J.; |danning use of, 737 
ratio of, to population, 775; relative pro 
portions of, 38; atul stability, 52sub 
stitutes for, 82; technological, 263; tin 
ecotiomic, 83; use of, 49/J.; utilizatio 
of, 36/B, Itassii/r; vital, 32; world, 44/, 
Respotisihiliiy: allocation of, 285; of batik 
ing system, 523; distribution of. 781 
evasion of, 252, liassiin; in spending, 62 
Rest oration of World I'rade, 7 he, qnotei 

V 7 .ft 

Restraint: of competition, 3»2; of trail 

284, ftassint 

Restraints: legislative, on business prat 
tices, 298; medieval, 785 
Restraint-of-trade and conspiracy, dot 
trines of, 373 

Restriction tif Congressional action, 359 
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“Restrictiomst” mctluid of rcstorintr bal¬ 
ance, 708 

Restrictions: on banks, 48’,; on iniinicria. 
tion, 66; on individuals, durinir World 
War II, 732; on petroleum output, stare, 
54; on private investment, 189; wartime 
186 

Restrictive devices,' purpose of, 799 

Retail distribution, efiicienev of, 301 

Retail S/n-vey, data from, 433 

Retail trade, 260 

Retailing, estimates in, 433 

Retraining, technical, 71 

Return: fair rate of, 324//.; standardi/.cd, 

325 

Revenue: from indirect taxes, 612; pro¬ 
portional, 604 

Revenues: administrative, 587; commercial, 
587; estimated, for 1949, 590; federal, 
table, 590; public, estimated, 577; recent, 
590 f.; and responsibility, local, 621 f.; 
from sales taxes, 594; tax, 189; tax, 1947, 
table, 611 

Revolution, mechanical, io6f. 
Revolutionary tensions, 784 
Revolutionary War, Continental currency 
in, 640 

Reynolds Metals Company, 298 
Rice, chart, 388 

Rich, taxing the, to benefit the poor, 202 
Rich Land, Poor Land, Stuart Chase, 85 n. 
Right: of bequest and inheritance, 128; to 
buy or sell, option as, 557; of property, 
129; to receive profits, 309 
Rights and powers of corporate-security 
holders, 534 

Rights of propeny, limitations on, 16 
Risk: distribution of, 503; of distribution, 
544 

Robertson, D. H., quoted, 463 
Robinson-Patman Act, 295, passim; provi¬ 
sions of, 298 f. 

Road-building program, 624 
Roosevelt, President Franklin D., 290, pas¬ 
sim 

Roosevelt administration, 439 
Roosevelt, President Theodore, 87 
Rosin, from trees, 99 
Rotation of crops, 82 
Rubber planters, of Dutch East Indies, 682 
Rubber, synthetic, 297; silicone, 115 
"Rugged individualism,” 21 
Rule of business expediency,” 287 
“Rule of reason,” 286 f. 

Rural: areas, population shift from, 76; 
earnings, 199; electrification, 391; states. 


Rural F.lcctrificarion Adininistrarion, 3 
Russia: industrial jiroducrion ol, 677; in 
gancse from, 46 

Russian: authorities, control and ojiciMr 
by, 746; comprehensive jil.innmu', : 
di\crsi<;n of resources, 743; diimpin'4 
exports, 798; economv, 742; c\|)orts , 
Imports, 677; fivc-vear jilans, 731, jhits 
fiv c-ycar plans, as inspiration ami 
proach, 741; income, devoted to ac 
mulation, 743; iiukistrics, growth of, 6 
industry, state-owned, 742; invaded an 
745; liv ing standards, 678; planning, cc 
prehensiv e, 743; resources, centrallv al 
cared, 744; social objectives, 744. See a 
Soviet, Soviet Russia, Soviet Uni^ 
L’.S.S.R. 

Russian and American objectives. 743 
Russian aiul American planning, dilfereoi 
between, 742 

Russian State Planning Commission, 74: 

Salaries and wages, chart, 181; stability 
■94 

Sales: proceeds, 224; promtition, mass-sc; 

methods of, 268; resistance, 413 
Sales taxes, 590, 594; flexiliilirv of, 6 
elimination of, 751 
Sanitation, improvements in, 61 
Satisfactions, alternative, 36 f. 

Saudi Arabia: oil in, 53 
Saving: by corporate enterprises, 170; 
the counterfaart of net investment, if 
of cross freights, 274; moral grandeur c 
777; niotives for, 131; private, 129; ra 
of. 52; specialization in, mpf,; volur 
of, 4 

Savings: campaign in wartime, 190; 
costs, 310; determinant of, 636; durii 
war years, 188; efifect of taxes on, 60 
exceeded by investment spending, 76 
expanded, 190; flow' of, to investmer 
550; insurance, returned, 540; investe 
163 If,; lent to enterprises, 164; fro 
national income, 163 

Savings, absorbed by the government, il 
Sayings banks: and commercial banks, 54 
liquidity of, 541; operation of, 540; r 
stricted, 540 

Savings and loan associations, 540 
Scale of integration, 277 /f. 

Scarcity: artificial, 301; of consumer good 
190 ^ 

Schmidt, Carl T., 86 n. 

Schumpeter, Joseph A,, 212 
Science and industry. 102 
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Scientific research, 575 
Scientists, responsibilities of, 103 
Seager, Henr\' R., quoted, 287 ^ 

Secretary of the Treasury, 492; Amnial 
Report of, 804, 806 

Securities; corporate, 251; fi\-cd-return, 
325; govemnient, 487; registered, 563/.; 
short-term, 482 

Securities Act of 1933, 542; purpose of, 
562 

Securities F.xcliange Act of 1934, 543 ' 5 ^’S 
Securities and I'.xchangc Commission, 254, 
passitn; control of liolding ctiinpanies 
by, 332; powers of, 565; regulation by, 
565; responsibilities of, 568; trading rules 
of, 5155 fj. 

Security; affiliates, 500; issues, control over, 
3r4f.; loans, direct and indirect, 560; 
security-price changes, 552; regulation, 
314; trading, 557; values, manipulation 
of, 558 

Security: tif depositors, 489; economic, 
17 ff.\ external, cost of, 7815; internal, 
cost of, 786; national, 1155 f.\ problems in, 

334 . . 

Security niarhcts: conttfil of credit in, 
f '-; functions of, 550, 5158; regulation 
of, 5157; trading practices of, 555 f.; types 
of, 549 f.; use of credit in, 559 ff- 
Segregation of steps in manufacturing, 277 
Selected World I'.coiiomlc indices, data 
from, 715 

Selectees, medically unfit, 458 
Selection of workers, 349 
,Self-em|)loymenr, 343; freeilom of, 2(52 
Self-government: industrial, 295; |irice of, 
(5i3 

Self-financing by corporations, 53 ( 5 / 1 .; re¬ 
sults of, 539; significance of, 5 3«f. 
Self-li<]iiidaling bills, 485 
Self-li(|iiidating transactions, 478 
Self-responsibility, 344 

Self-sufficiency: of the American econ¬ 
omy, ^73; concept of, 655; develojimeiU 
for, 705; of Soviet Union, 718 
Selling a|iples, 780 
Selling groups, 415 

Selling prices and costs, conflict bet wet n, 

242 . . . 

Senate, 38(7, 775; rural representation 111, 

4 '“' , . e 

Sepanitioii: of authority, 334 ' ol owner¬ 
ship and management, 25(5 
Series I', War Savings IJonds, (tuf 
Service; control over, fitf-i entry and 
abandonment, 313; standards of, 


Services: for all, 577; cost of, 577; distribu¬ 
tive, 73; flow of, 55; government pur¬ 
chase of, 750; nonmaterial, 656 
“Shakedowns,” 383 
Shale, oil from, 93 

Share of income, government’s wartime, 
187 f. 

Sharecroppers, 410 
Share-cropping, 395 
Shelter, percentage of income for, 421 
Sherman Antitrust Act of 1890, 286, pas- 
sint; provisions of, 283 f. 

Shift of population from rural areas, 76 

Shifts, occupational, 71 

Shipbuilding, 73 

Shipment, cross, 374 

Shop steward S)-stem, 365 f. 

Short position, 558 

Short sale: illustrated, 55(5; parties in, 555 
Short sales, by corporation officers, 564 
Short selling, 555 f. 

Shortage: of consumables, 190; of timber, 
101; of water, 95 

Shorter hours, agitation for, 357 f. 
Short-time, long-time fallacy, 23 
Significance; of the corporate form, 252; 

of self-financing, 538/. 

Silicone rubbers, 115 
Silicones, 114/. 

Silk: duplicated with plastic fibers, 114; 
substitutes for, 41; in women’s clotliing, 
18 

Silver: buying, effects of, 51(5; certificates, 
473 f.; coins, 472; ilemoncti/.ed, 792; dol¬ 
lars, 472; foreign, price of, 515; in 
/Mexico, 51(5; silver-mining industry, 516; 
as monctarv standard, 507; as money, 
515; national stock of, 515; nationalized, 
515; policy, 515; price of, 515; and token 
coins, 474 

Silver Purchase Act of 1934, 515 
Sinclair, Upton, 423 

.Single-crop economies, American pur¬ 
chases in, 681 
Sinking funil, 478 
Sites for hydroelectric plants, 112 
Sixieenih Amendment, 589 
Skepticism, 783 /f. 

Skill, dilTerentiation of, mf. 

Skilled workers; displacements of, 761; 

union I'onccntnition uuion^, 37 * 

Skills, professional, 2(53 
,Slum areas, elimination of, 745 
Slump in world market prices, 685 
Smith, Adam, 8, p.nsint; quoted, 244, 268/., 

34^/'., 4 'i r. ^'55 
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Snioot-I-Iawlcy Tariff Act of 1930, 24, 694, 
799 

Social: change, factors of, 103; change and 
technology, 102 f.; contract, tlie, 602; 
costs of economic activity, 26; costs of 
Social Security, 460; costs of social 
values, 782; and economic clianges, and 
technological advances, 121; and eco¬ 
nomic unity of cities, 77; imperatiee, 
employment as a, 756 f.; insurance, 10; 
life, controlling conditions of, 783; oh- 
jectives of centralized planning, 744, 748; 
patterns, alteration in, 75; and |)olitical 
moderation, 262; problems, 32; services, 
201; value of economic actitity, 26; 
values vs. social costs, 782 
Social Security, 437/].; financing of, 431; 
income deductions in, 431; objectix e and 
method of, 448; program, 582; program, 
deficiencies in, 458; rcscr\c fund,%52; 
social costs of, 460; social values of, 460; 
system, 448; evork regulations unilcr, 434 
Social Security Act of 1935, 228, pnssn/i; 

old-age provisions of, 436 
Social Security Board, data from, 265, 348, 
804 

Socialism, industry in, 23r 
Society: goal of, 38; material conditions 
of, 174; study of, 787 
Soil conservation, 404; plans for, 740 
Soil Conservation and Domestic Allotment 
Act of 1936, 87, 403 

Soil Conservation Service, estimate bv, 83 
Soil fertility: in Europe, 711; war losses 
in, 87 

Soil w'aste, 86 
Soils, 39 

Solvency: of banks, 489; requirement, of 
banks, 491 

Source: of authority, 129; distribution of 
income according to, 191 f,; and dispo¬ 
sition of funds of U.S. Steel Corpora¬ 
tion, table, 537 

Sources: of energy, 83; of funds, chart, 
188; of gross investment and govern¬ 
ment output, chart, 188; of productive 
power, 107 f.; of raw materials, 656 
Sources of data, 803 ff. 

South, the, subsistence farms in, 410 
South America: copper in, 53; oil in, 93 
houthem agriculture, 410 
Sovereignty: consumers’, 416, passim; gov¬ 
ernment powers of, 578 
Soviet: autarky, 678; bloc, 711; centralized 
planning, as a model, 744; foreign trans¬ 
actions, 718; industry; rise of, 717; plan- 


employment, 743; plant iiKinager, as st 
employee, 747; Russia, 90, passim 
So\iet Onion: centra) planning lioartl 
129; compreliensie e economic [dann 
in, 742/'.; domestic transactions of, 7 
economy of, 128/.; imiustrial prodi 
tion figures of, 718; and 1 I'O, 699; r 
of, 717/.; stare capitalism in, 153;;. 
also Russia, O.S,S.R, 

Special-interest groups, pressures liy, 64: 
Special pii\ileges, 79'/•> from Congrt 
801 

Sjiccialisrs: as agents, 334; co-o|ierarion 
13; functions of, 334; suhdi\ isions of, i 
Special privilege, 791 j. 

S[K'cial pri\ileges from Congress, Soi 
Special-interest groups, pressures b\', 6 
Specialists: as agents, 334; co-operation ( 
13; functions of, 354; subeli\ i.sions ( 
129 

Specialization, 14; of industrial conccri 
276/.; occupational aiul industrial, 12 
of plants, 274/.; in primary produccie 
659; io saving and investing, 129/.; I 
trades and tasks, 119 
Specialized economy, 632 
Spccializcii training, 122 f. 

Speculation in shares of unchartcred cor 
jxmics, 246 

Spcculatn c activities of exchange men 
hers, 366 ^ 

Spcculatbc aspects of utilitv finance, 3: 
Speculative intestments, 234 
Spending: classified, 770; consumer, 16 
deficit, 770; in depressions, 626 ff.; ii 
sufficiency of, 763; internal, devices t 
holster, 798; for investment, 766 ff.; kim. 

Jc'cl of, 633; local respons 
hihty of, 621; of national income, 16 
by New Deal, 773; policy of, 772; pr: 
vatc, 772; public control of, 770; to st:' 
bilize employment, 779; state and loca 
779 f-; total, government influence or 
750; total, level of, 637; volume o: 

79 -for war, 639/.; wartime deficii 
770 

Spending, aggregate, 769, passmt; compo 
sition of, 764 f.; insufficienev of, 77; 
level of, 792; results of, 781 ' 

Stable value of gold, 470 f. 

Stabilitvg 4; of^he dollar, 471; of th, 
economy, 573; and efficiency, conflic 
between, 701; of employment, o 

interest and rents, 194; internal, 636- ii 
money value, 469; of the national ’in 
come. i3of.. 7CT- of 
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Stability (Cont.) 

of unincorporated enterprise, 194; of 
wages and salaries, 194 
Stabilization fund; U.S., 514; and manipu¬ 
lation, 564; of values, 472 
Standard: for competitive prices, 321; of 
living, 3^6, 457; of morals of a corpora¬ 
tion, 254 f.; of value, 469 
Standard Oil Company of New Jersey, 
dissolved, 286 

Standard Oil Company of Ohio, sued, 283 
Standardization: extensions of, 120; of 
methods and products, 118; from tech¬ 
nology, 118/7. 

Standards: of incorporation laws, 246 f.; 
of living and working, 123; minimum, 
360; of operating efficiency, 327; of rate 
determination, 317; of service, }i2f.; of 
taste, 103 

State: antitrust laws, 283; banks, limita¬ 
tions on, 501; capital of the, 134; capital¬ 
ism, in Soviet Union, 153 /?.; in eco¬ 
nomic activity, 25; as financier, 573; 
functions of, 574, 786; legislation on 
union shop, 381; and local debt, table, 
625; ownership, planning as product of, 
743; as “passive policeman,’’ 10; pro¬ 
grams for unemployment benefits, 453; 
regulation, defect of, 329; regulation of 
electric power, 327; revenues, from pro¬ 
gressive taxes, 612; role of, in economic 
affairs, 729; socialism, 744 
State commissions: power regulatetl by, 
3iof.; powers of, 31 if.; utility control 

i>y. 3^7 

State-federal grants, for old-age assistance, 
456 

States; grants to and from, 621; income 
distribution by, chart, 199; general in¬ 
corporation acts of, 24<^>; producing 
water power, 94; rural, influence of, 389; 
urban or rural, 200 

Statement of condition of Manufacturers 
Trust Company, 4H8 

Statements, financial, of an enterprise, 

2367. 

Statistical Abstract of the Uruted States, 
803 if. 

Statistics of Income, 171 
Statistics, use of, 206 

Steam power: in British mines, io< 5 ; era 
of, 109 

Steam turbine, 120 n.c., 106 ^ 

Steel: casting of, 113; industry, in Pitts¬ 
burgh area, 91; steel-making, early, 106 f.j 
mills of Pennsylvania, 48; pricing, 289; 
rivalry w'ith aluminum, 97 
Stevenson Plan, 681 


Stimuli, social and cultural, 59 
Stimulation of consumers’ purchases, 292 
Stock; of capital, 144^.; certificates and 
bonds, 135; exchanges, organized, 240; 
ownership, dispersed, 256; ownership, 
pyramiding of, 252; preferred, 249; 
price of, reflects value, 240; promotion 
in seventeenth-century England, 253; 
split, 559; voting, 252; watering, 254 
Stockholder, ownership status of, 535 
Stockholders: common, 325; control of 
management by, 534; and directors, in¬ 
terests of, 257; disfranchised, 547; legal 
liability of, 250; as legal owners, 531; 
preferred, 249 

Stockjobber, methods of, 253 
Stocks: and bonds, market value of, 319; 
common, 532; corporate, 531; of goods, 
as capital, 39; preferred, 532 
Stop-loss orders, 565 
Stratification, class, 346 
Strike, the, 367; right to, restricted, 382 * 
Strikebreakers, 369 
Strikers, benefits to, 456 
Strikes: by federal employees, 382; after 
World War II, 380, 732 
Strip cropping, 86 
Structural materials, 112 f. 

Structure of the Atnerican Economy, The, 
2617/.; quoted, 2567. 

Subsidies, 10 

Subsistence, minimum, 442 
Substitutes for resources, 82 
Substitution of products, 18 
Success: of commercial control, 313; deter¬ 
minant of, 284 
Sugarcane, chart, 388 
Summary Report, of FTC, 33077. 
Suvmtary Report on Utility Corporations, 

3 ^ 9 ”- 

Supply: of energy, chart, 89; of goods, 
304; of labor, 354 . , . 

Supply and demand, 359, 743; in labor 
market, 342 

Supplies: of iron ore, 97; of minerals, sec¬ 
ondary, 97 

Supreme Court, 284, passim; decisions by, 
323, passim; decision, quoted, 301; opin¬ 
ion, quoted, 3187.; and the “rule of 
reason,” 286 f. 

Surplus: commodities, export of, 684; eco¬ 
nomic, 127; problems, in world markets, 
682 

Surplus Property Act, 297 
Surpluses, federal, anticipated, 586 
Survey of Current Business, i 73 » 1 f‘ 

Survey of the Economic Situation and 
Prospects of Europe, 712 w. 
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Swcarsliops, ^5^5 f. 

Swit/ci hiiul: pcir<»Icui 1] in, S’l; protest 
meetings in, 24 

Swords ;iiul armor in the Middle At^es, 
lod 

Synchronization: of prodtictiie process, 
15/.; of I'fiissrin eeonom\', -42 
S)'ndicate: a, 557; purch.ise, 544; under¬ 
writing, 544 

Synthetic: riiliher, 2177* \'arn, 272 

Taft-Hartley Act of 1(747, ^,5, 3R0/J., /w.f- 
shn; provisions of, 3X1 /|.; vetoed, 
Tariff: barriers, in (iermany, I'raiice, L'.S., 
658; concessions, 704; hisiorv of, (^,„S; 
nondiscrimination in, 700; polic\', Amer¬ 
ican interwar, 6X7; [lolicv, American 
postwar, 701, 707, 721; pi'eieiences, 704; 
to protect inilusti’w 6i(>; reduction, 702; 
restrictions, 702; schedule, 5176; wall, 6(75 
Tariff Act of 1(770, 6X7, 6(72 
Tariff Commission, data from, 272 
Tariffs, 10, 7(78; international influence on, 
704/.; nondiscriminatory, 700; protec¬ 
tive, 799; reduction of, 700 
Taussig, Frank \V., quoted, 2S7 
Tax: base, income as a, 607 collection, 
cost of, 614; collection, sold, 602; col¬ 
lections, total, federal share of, 7(71; 
delimjLiencv, 7172; economic effects of, 
613; efficiencN' of, 617; epiiitt’ of, 613; 
evasion, 614/.; e\em|)tion, 617 f.; exemp¬ 
tion of government salaries, rti6; exemp¬ 
tion of government securities, 61(7; 
frauds, 617; general propertv, 6117; tax- 
grabbing, competitive, 619; income, 
graduated, 201; inheritance, 796; liability, 
603; poll, 603; rates, 189; rates, on per¬ 
sonal income, 593; refunds, 784; sever- 
ance, 597; shifting, illustrated, 600; war¬ 
time, on excess profits, 593 
Tax burden, 604; analyzed, 5(79 f.; distribu¬ 
tion of, 599, passim; and national income, 

587 

Tax Foundation, data from, 806 
Tax Institute, data from, 806 
Tax revenues, 189, Mw/;/; benefits of, 799; 
flexibility of, 613 f.; for free services, 576; 

' 939 . 591; 1947. 611; durincT 

World War II, 579 

Tax system, 437, passivi; appraised, 618 f.; 
decentralized, 619; effects of, 608; rigidi¬ 
ties in, 6i8f.; systems, alternative, "618; 
state, 597 

Taxable capacity of the economy, 580, 617 
Taxation: benefit in, 602: burden of c7(S- 
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in, 6(17; as control, fo;//.; to di i out 
iiiiports, 60X; doiihlc, 02o|.; clftcrs 
on economic etliciciicv, OiX; cliicici 
in, 606/.; (.•fficicnev re lustK^-c m, > 
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through, 201; |usiice in, ^.<2 Oio; n 
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.Siiiirhs, tj/io!cd, 603 /.; Iitoorevat e, 0 
771; rcdistrihuine. 202; reculatoiw, Oi'i 
triple, 1^.21; w:ir linanced hv, (''.43 
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50';; on alcoholic he\ era'jes, 301, 
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13-, pa\sii//: chain-store, 42X, ZuZ,; 
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held c (irporations, ("0 3; concealed, A 
on consumption, 3,;,,; criteria of, i^.i 
direct, 7X(y, hoo; effect of, d(»), 9,,,; vl 
ployiiienr, 3XX, 3.43 f; excise, 13-, pa<d, 
excise, during World W ar II, (7i2; fe 
eial, 3X', 7(;4; friction of collectiriLr, 63 
gasoline, 7(73; gift, 393; highway, 71- 
5Ms3 inculeiie'o of, 6001.; income', if 
passi/n; our of income, 643; indirect, 13 
passim; influence of, rto-; and intlati.'. 
m G'.inada, ^>433 and mllation, m h nglan 
f> 43 ; investment (.liscouixiged bv, 63 
liiiuor, 1^)12; li(]uor, state, 7041.; on In 
lines and semiltixuries, 791, 79-, 7;,,-. 
cellaneotis, 79- f,; motor vehicle. 60 
naruie of, 7SS f.; \’ew Dcxil, on agricii 
tuial processing, 616; ohjecrixe basis o 
607; painless, 613; payroll, 474; progre: 
si\-c, 610; progressiee ft.' regres'ilvi 
f>i2f.; as quid pro quo, (S02; rcgrcssiia 
610; regulatory, 608; remission of, “Si 
sales, 790, 794, 612; special wartime, 79, 
stare, 789; vatictics of. 389 f.; wartim 
consumption, 791 

Taxing authority, of local government' 
620 

Taxing the rich to benefit the poor, 202 
Taxpayer, psychologv of, 613 
Taxpayers, 602; fuiieis transferred from, ti 
bondholders, 630, 637, 638 
Teamsters union, prosccutcel, 384 
Techniques: industrial, 40/7.’; of produc- 
tion, 102 /f., 202; and research, of laro-c 
finns, 272 f.; and skills, new, 784 ' "" 

“Technological Gains and Their Use-s' 
Frederick C. Mills, 19//. 
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sequences (jf, izoff.-, evolution of, 104; 
historical ctfccts of, 107; of materials, 
106 f.; of metals, 106 f.; prot ided higher 
standard of li\ ing, 121 f.; as standardiza¬ 
tion, 118 IJ.; as union of science and in- 
dustr\’, 102; and world trade, 6^6 f. 
rdcgrapli and telephone industries, 75 
rdephoto machines, 115 
rdetvpe machines, 115 
rdevision, 103, 115, 138 
remporary National Economic Committee, 
243, 296, 538, 805 recommendations 
of, 301, 303 
Ecn-hour day, 358 

Een-percent groups, of consuming units, 
chiirt, 197 

rcnnessce River development, 80 
Tennessee Valley Authority, 95, passim 
Tensions, revolutionary, 3, 784 
I'esrs, reptirrs of, 426 
Texas, iiuhisrrial expansion in, 76 
Textile: industry, in I'.ngland, 134; ma¬ 
chinery, rot) 

Thermod\'namics, second law of, 107/. 
Thermosetting plastics, 114 
Thirty-hour weelv, 745 
I homi>son, S., 805 
Tliorj), Willard, testimony of, 243 

1 hrifr, habits of, 777 

“Thurman Arnold and the Antitrust 
I,aws,” Corwin D. I'.dwards, qnoteJ, 
2 (/> 

Timber; grotvth trf, roof.; land, natiotial- 
i/,e<l, 87; shortage of, tor; soui-ce of, 39; 
varieties of, 99 

Time; tle|)osil, 47<".; rates, 350; retiuirtnl 
for ca|)it;il production, 13^ 

'Time series: selected, charts, 208, 210; sta¬ 
tistics in, 20b 

Tin: resources of, 4t); in U.S., </' 

'l obacco, chart, 3K8 

'I'oday attd 'romorrow, I lenry lord, in 
cr.Maboralion with Samuel Crowther, 
qrir/tcil, 278 
Tools, as ca|)ital, 39 
'I'otalitarian governments', ifn 
'I'ownsctid Plan, 457 

TVade: acceptance, illustrated, 483; agree¬ 
ments, reciprocal, fa)y, associations, m, 
rKo, 293 f.; Iralances, and capital trans¬ 
fers, expansion of, 7 ^ H?; ga"' 

from, in imports, f.53; among industrial 
nations, 665; international, 4H6, 508, 647; 
liberalizing of, multilateral, bbi, 

names, simulated, 29K; practices, 298; 
reduced to barter, 79K; relations, bi¬ 


lateral, 698; restrictions, 705 ??.; unions, 
22; world, 648 

Trade Agreements Act of 1934, 685, 693, 

Trading; excessive, 565; margin, illus¬ 
trated, 560; post, 554; practices, 556 /f.; 
practices, control of, 564 f., 569; prac¬ 
tices of sccLiritv markets, 555 f.; rules of 
SEC, 565 if- 

Training; job, 71, 79; programs, 79; spe¬ 
cialized, 122 f. 

Transactions: current, balance of, 688; in¬ 
tergovernmental, 669; as a quid pro quo, 

Transferability of corporate securities, 251 
Transmission: interstate, 333; of power, 94, 

III f. 

Transportation, 41 f., ii5f., 663; agencies 
of, 13; costs of, 48; of fuel, 112; increase 
of, 72; international, 657; mechanical, 
hazards of, 786; speeded up, 115/-; sys¬ 
tems of, 39, 663 

Treasury, U.S., 473 f-. passim; appropria¬ 
tions, for farmers, 400; assets of, 772; 
hoiuls, 632; Bulletin, 806; certificates, 
632-, control by, 787; and Tedcral Re¬ 
serve policies, 750; notes, 473 v;., 632; 
planning by, 736 f. 

Trend: toward big business, 259/f., 267; 
in consolidation, 273; of earnings, 351; 
of income and protluction, 180-82; to¬ 
ward integration, 245; percentages of, 
chart, 210 

Tripartite agreement, 514 

Tropics: American imports from, 660; 

British export surplus to, 671 
Truck ganlening, market-oriented, 47 
Truman, Rresiilent Marry S, 35 *’' ‘Ptoted, 
705 V. 

‘'I'nist-busting,” 290 

Trust: certilicates, 283; movement. 274, 
passim; problem of, 801; voting, 280, 283 
Trusis, 280; contrary to public |iolicy, 282; 
dissolved, 283 

Trttth ahottt Trusts, The, John Moody, 
261 

Tungsten in U.S., 96 
Turbine: gas, 110; steam, 109 
Turpentine from trees, 99 
Twentieth Century Tund, 852/., 806 
“ Tying contracts,” 287 f., 298 

Umpire, government as, 304 
Unconstitutional, ctule-mal’ing structure. 
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Underconsumption, 763 
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Uncmployablcs, 441 

Unemployed workers and unfilled jobs, 
758 

Unemployment, 9, passb/r; benefits, com¬ 
putation of, 455; benefits, state protjrams 
for, 453; benefits, system of, 455; in 
boom times, 771; bottleneck, 759 f.; 
British, 665; causes of, 737; classifica¬ 
tion of, 75k; combating of, 77,S; com¬ 
pensation, 22k, 453/.; costs of, 19; cycli¬ 
cal, 771; in depression, 771; exported, 
798; federal aid for, 439/.; frictional, 
758, 760, 762; genei'al, 762 f.; general, 
cause of, 770; geographical distribution 
of' 445; government spemling to reduce, 
778; insurance, 333, 7X7; mass, 23, 77k; 
payments, 435; in pealt years, 737; prev¬ 
alence of, 292; problem of, 773; pro¬ 
visions, 454/.; seasonal, 739; structural, 
760/f.; technological, ik, 119/.; tem¬ 
porary, 762; types of, 75k voluntar\', 
757; world-wide, 695 
Unfairness to competitors, 29S 
Union: activities, legal aid to, 377 f.; com¬ 
pany, 369; dues, 383; gangsterism, 383; 
leadership, power of, 383; manatiemenr, 
responsibility of, 383; membcrsh'ip, 372; 
membership, denial of, 383; officials con¬ 
victed, 297; officials, nnneommunist 
affidavits by, 382; organization, 59; or¬ 
ganization and public policy, 373 
racketeering, 383; recognition of, 366, 
367; shop, 365, 381; shop banned, 381 //.; 
shop, state legislation on, 381; solidarity, 
353 _ " 

Union Pacific Railway, 257 
Union of science and industry, 102 
Union of Soviet Socialist Republics: in¬ 
dustrial labor force of, 743; oil conces¬ 
sions in Iran, 94; unions of, 374 n. See 
also Russia, Soviet Russia, Soviet Union 
Unionism: historical characteristics of, 372; 
judicial opposition to, 376; power of, 

372 _ 

Unionization: benefits of, 437; extension 
of, 383 

Unions: communism in, 374; craft, 364; 
education of, 384 f.; financial data of, 
382; legality of, 376; management of, 
384; and the market, 363 f.; market pol¬ 
icies of, 364; occupational concentration 
of, 371; old-age pensions in, 367; political 
activity of, 369; political contributions 
by, 382; race prejudice in, 383; tactics of, 
366 f.; unemployment insurance of, 367; 


Unit, of account, 467 /.; of v alue, the 

lar, 467 ^ 

Uniteil /Xircrafr Uorporation, 

United Automobile Workera of Amer 

United .Mine XX'orkers, 371; kft (dO, 
membership in, 373; returned to A 

^374 

L luted \’arions'. 374, data fr 

804, 807; head(|iiai-rers, options fur 
of, 557; speeiali/ed agencies of, 
United Nations Conference on l iade ; 

k inplov nieiit, dpp 
UXRRA, U.S. share in, -13 
L nired Nations Standards Coordmar 
Committee, 119 

Lnited States: foreitin aid, ~i3/7.; aid 
Western i urope, -|-; .\rmv, -13; ba 
ing. International Bank's ele[iendencc 
710; balance of |)avments, 9X9. - 

business fluctuations, 9 Xi, 9X2; and Ca 
than foreign trade statistics, 941;; ca|ii 
foreign claims to, 144; ca[utal trails 
tions ami goki movements, tal’L\ 9 
centralized economic jilanning in, ■ 
74k; change from agriculture to imiusi 
in, 421; claims to foreign capital, i. 
consumer jmlicy, 693, 705; comniitmei 
to International Bank, 713; contril: 
tions to International Fund, 713; erv 
to Great Britain, 713; credit balance 
current account, 689; as creditor natii 
6/2, 690; dependence on foreign su 
plies, 718; economic ascendancy "of, 71 
economic growth in, 71-; economic i 
dependence of, 678; economic plannii 
in AX orld AX ar II, 731; exports as a blen 
721; exports, concentrated, 718; expoi 
to Europe, 659/.; export suqilus, 72 
fiovy of gold to, 689; foreign econom 
policy of, 655; in foreign investmer 
672; foreign trade, postwair, 7iS/f.; f 
ture productive capacity, 74“; goven 
ments, obligations of, 623; gross prodm 
tmn in, 51; growth in industries, 71 
high tariffs of, 692, 697; imports and'e; 
ports of, 677, 718; industrial rise 0 
6597.; industrial maturity of, 660; it 
dustry, direct centralized planning ii 
747; influence of, on world econonu 
659; integrated indmstrial system in, 65! 
as international creditor, 6-4; intern; 
tional investment position of, table, 691 
interwar production and consumptio 
of, 673; interwar prosperity of, 6'; 
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IkiiiI; s dc|K'iuiL'nce on, “lo; lead of, in 
world !ilaniiiacrurinij, 6-^ f.; inerclian- 
disc tr.ule balances of, lahlc, ~zo\ na¬ 
tional income of, 1946, 717; mineral rc- 
soLU'ccs of, 46; on nondiscrimination, 
dg;/.; notes, 474; petroleum in, 81; 
price history of, 471; policy of, toward 
I rO, 800; population and land area of, 
4; f.; postwar jwsition of, 715/f.; post¬ 
war tariff policy of, 705; production of 
raw materials, 676; responsibility of, to 
lead toward sanity, 800; role of, in world 
economy, share of, in UNRRA, 

71:;; share of, in world trade, 677/’.; split 
personality of, 702; as target of discrim¬ 
ination, dgK; tarilf barriers in, 1^58; tariff 
policy of, d74, 70:, 721; in world affairs, 
799; in world econonu', 673 /f.; world 
leadership in manufacniiing, 676; in 
world productitm, 675 f. See aha Amer¬ 
ica 

United States ys. E. C. Knight Co/iipany, 
284 

United States ys. I'rcnton I’otteries Co. 
ct al., e/tiotcd, ^or 

United States Uhamber of Commerce, 8od 
United Stares l'.m|)loymenr Service, 79 
United States in the World Economy, I'be, 
data from, ^75; quoted, dgi /'., 693 
“United Slates of I'.urope," 649 
United States Steel f iorporation, 272, 
/tassitit; plant expenditures by, 538; 
sonrt es and dis|iosilion of funds, table, 
in W'orld War I, 287 
United Stales Sugar Refining Coin|)any, 

, , , 

United Stales I reasury, overseas loans by, 

id8. See also I'retisury, U.S. 

United Steel W'orkers, 374 
Unity; economic and social, of cities, 77 > 
of operation, 273 
Urals, imlnstriali/ation tif, 745 
Uranium, 83; ore, in Ikigian Congo, 53 
Urban; earnings, igg; job opportunities, 
78; to rural areas, movement from, 77; 
and rural living costs, 391; slates, 200 
Urbani/ation, hj, 74; progressive, and itii- 
migration, 66 

Use: of capital, 124 ff.; of money, 133; «f 
iiKtney measure, i7''>; of national income, 
iq.^6, table, 163; of nainral resources, 83; 
of new materials, 112//'.; of resources, 
173, 182; of resources, meastired by 

national income, 174; of slatislics, 206 
Usefulness of productive resource, 37 
Utility cotiipanies: investmetits of, 3 n^» 
control, by state commissions, 327; cor¬ 


porations, combinations of, 315; finance, 
speculative aspects of, 322 
Utili/aition; of by-products, 271; of re¬ 
sources, 36 /]., 49 f]., 203; of w’ater pow'er, 
96 

\'aluation; bases of, 323; of property, 
3=4 f- 

A^aliie; boolc, of building and niachincny^ 
267; of British overseas assets, 671; of 
farm products, 410; of goods and serv¬ 
ices, 642; of gross national product, 587; 
going-concern, 239/.; of imports, 167; 
questions, 728; reflected in price of stock, 
240; rental, of homes, 166; stable, of 
gold, 470 f.; standard of, 469; standard 
of, money as, 466; store of, money as, 
470 /f.; unit of, 467 

\hilue of money, 351, passim; changes in, 
468//.; and gold standard, 510//.-, oscil¬ 
lations in, 510 

\'alues: exchange of, 46(3; farm, 397; per 
capita, of foreign trade, 677; real, re¬ 
porting of, 569; relative, 466; of small 
iiusincss, 263; social and pecuniary, 16; 
stabilization of, 472 
\'an Buren, President Martin, 358 
^hn■iation, in wages, 346 
\'eblen, riiorstein, quoted, 16. 4627. 
\'egetable products, American imports of, 
660 

X'^ehicles: gasoline-driven, 89; horse-drawm, 
18; motor, 116; self-propelled, 109 f. 
\’'elocity of circulation, 221 
Ventures, risky, 220 

W’terans; benefits and services, 586; train- 
ing for, 79 . . . 

Veterans’ Administration, cost of, 584 
Violators, indictment of, 296 
Volume of credit, 524 
“Voluntarism,” 360 
Voter, function of, 788 
Voting: privilege, 535; stock, 252; trust, 
280; trusts, attacks on, 284 

Wage: agreement, 343; determination, fac¬ 
tors in, 352 /I'.; difTerentials, 354 f-l lin'its> 
upper, 356; rates, and labor c;irniugs, 
330/B; security, 441; statutory minimum 
of, 361 

Wage earners, 13, passim; changing out¬ 
look of, 345 f-; classes of, 345; displaced, 
25; organization of, 11 
Wages, 20; demand for higher, 782; de¬ 
termined by competition, 343; and earn¬ 
ings, 355 B; and earnings, movements of, 
332; of financial sin, 642; forces deter¬ 
mining, 353; 354; 



INDEX 


{ 


minimum, 387;., 350; and prices, mini¬ 
mum, 291; public policy on, 361; real, 
351; variation in, 346 
Wages and Hours Act, 354, 358 
Wages and salaries, 6, 182, 341; chart, 181; 
stability of, 194 

Wagner Act, 295, passim; changes in, 380. 

See also National Labor Relations Act 
Wagner-Peyser Act of 1933, 350 
Wall Street, 492 

Wallace, Henry A., Secretary of Agricul¬ 
ture, quoted, 86 

Want: mass, 438; motive power of, 788- 
War; business outlook toward, 143; con¬ 
trols removed, 732; costs of, 19, 628; 
debt, intergovernmental, 689; distortions 
caused by, 788; economic burdens of, 
643; effects of, 25; expenditure, inflation¬ 
ary, 190 f.; finance, 506; finance, and in¬ 
flation, 640 ff financed by borrowing, 
643; financed by taxation, 643; goods, 
output of, 141; industries, 37, 78; indus¬ 
tries, investment in, 53; inflation after, 
643/.; -loan issues, taxable, 615; losses in 
soil fertility, 87; output, 73; output, 
classified, 140 f.; production, 79; produc¬ 
tion, problems presented by, 140; prog¬ 
ress in the art of, 786; years, govern¬ 
mental activity of, 191; years, savings 
during, 188 ^ 

War Assets Administration, 713 
War Afanpower Commission, 737 
War Production Board, 385, passim 
Warehouse receipts, 484/. 

Warfare, global, 80 
Wars to check population growth, 57 
Wartime: assets, disposal of, 297; capital 
in, 163; government output in, 189; 
growth of public debt, 189; large-scale 
borrowings, 644; prices, 185/.; produc¬ 
tion, scales of, 51 f.; productivity, 141; 
restrictions, 186; savings campaign, 190; 
share of income, government’s, 187/.; 
shifts, 73 
Wash sales, 565 
Washington, D. C., plan, 326 
Washington, George, 59 
Water; resources, development of, 95; 

seasonal shortages of, 95; wheel, 104 
Water power, 81, passhu; capacity of, 96; 
cost factors of, 94/.; for cotton textiles, 
47f.; developments, 327; displacing coal, 
94; as energy resource, 94^.; potential 
sources of, 95; public and private sys¬ 
tems of, 95; source of, 39; states produc¬ 
ing, 94; transmission of, 94; utilization of. 


Wyatt’s reciprocating engine, 1097?. 
Wave of strikes, 351 
W’avcs of capital creaticjii, 139 
AVealth: capital, accumulated, 143; c 
centrated, 134; in liquid form, 470; i 
eral, of U.S., 96/f.; monev' as, 
national, 464; national, and armamc 
134; reproducible, 144; Alalthus’ the 
of, 58 

Wealth of Nations, Adam Smith, ; 
quoted, 413/. 

AA’cavers, British hand-loom, 106 
AA'eaving in England, 105 
AA'^eek, five-day, 358 
Welfare, 185; activities, 575; activities 
government, 576; economic, 185; c 
nomic, conditions of, 232; econon 
measure of, 182; grants, for the nee 
438; individual, and national incoi 
183-85; minimum standard of, 577; pr 
lems of, 26 f.; taxes for, 588 
AVest: growth of, 116; migration to, 75 
AVestern Europe: capital in, 134; econoi 
development of, 127; economic situat: 
of, 711; external disinvestment in, 7 
recovery in, 717; U.S. aid to, 717 
AVestern Hemisphere, economic deveh 
ment of, 127 

AA^estena Senators, strategic position of, ^ 
AVheat, 46, 396; chart, 388; and cott( 
prices of, 402; and cotton surpluses 
405; wheat-raising areas, 49 
AVheeler-Lea Act of 1938, 298, 423 
AVlielpton, P. K., 62 n., 68 n., 805 
Whiggery, 784 
“AVhite-collar” workers, 345 
“AVhy the Concern for Small Business 
A. D. H. Kaplan, 263 n. 

Wildcat promoter, supplanted, 253 
Wiley, Dr. Harvey W., 422 
Wilson, President Woodrow, “New Ere 
dom” of, 492 
AVind erosion, 85 
Windmill, 104 

Window glass, hand process for makin 
41 n. 

Wire, pictures by, 115 
AVolman, Leo, studies by, 352 
AA^ood: consumption of,' 100 f.; displac( 
by coal, 107; as fuel, 98; pulp, 98 
Woodland, acreage of, 100 
Wool, duplicated with plastic fibers ii 
Women; to children, ratio of, 61; and chi 
dren, work by, 74 f,; emancipation c 
^ 61; occupations opened to, 74 
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\'/ork; hours of, 356/.; hours of, regu¬ 
lated, 358; incomes from, 193; maximum, 
358; opporcunirics, 785; reduction in 
liours of, 185; work-relief projects, 191; 
restrictions on, 383; week, shorter, 752 
\^■ork Projects Administration, 441; de¬ 
sign of, 445; problems of, 445 
\\'orkcr-cmploycr relations, 359 
V\’orkcrs, 13, 416; for farmers, 266; for rail¬ 
roads, 266; functionally immobile, 347; 
gcographicalK’ immobile, 347 f.; immi¬ 
grant, 354, 355 f.; incomes of, 355; in- 
\ ited to organize, 794; legal protection 
of, 354; manual, 345; 1940 census of, 
344; ntimber employed, 20; occupational 
immobility of, 347; older, proportion of, 

70; proportion per employer, chart, 26(5; 
proportion per establishment, 264 f.; po¬ 
sition of, 357; selection of, 349; stable 
jtroportion of, 59; on strike, under So¬ 
cial Security, 454; unneeded, 383, 384; 
“white-collar,” 345 

Working: hours, reduction of, 752; popu- 
larifin divided, 20; standards of, 123 
Working cajiacity, 529; depicted in F.u- 
rope, 711 f.; forms of, 528 
Working force, 7; distrilnition of, 59, 74, 
chart, 72 

‘AVork'sluip, world’s,” 659 
Workshops as family enterprises, 105 
World: affairs, U.S. in, 799; agriculture, 
717; commerce, determinants of, 666; 
commerce of I'.ngland, 657; crisis, pres¬ 
ent, 4; distribution of productive re¬ 
sources, 64K; industrial production, 716; 
industrial prodiictioti, t947, chart, 716; 
itidtistry, balaticc in, 7t6; inflttcncc, of 
atomic energy, ito; manufactitritig, U.S. 
lead in, 673 f.; tiiatitifacttirittg prodtic- 
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